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Privileged Communications 
Sir: 


Reference is made to the letter of J. E. 
Cassel, CPA of Albuquerque, New Mexico 
(TAxEsS—The Tax Magazine, January, 1949, 
page 2) published under the caption “Ac- 
countant’s Role in Fraud Case,” in which he 
states that a communication by a client to 
his accountant is a privileged communica- 
tion because of a state statute. 


In the interest of taxpayers and account- 
ants who might possibly be entrapped by 
the statement, pertinent statutes and cases 
on this subject are set forth below: 


Rule 26, Rules of Criminal Procedure, pro- 
vides in part as follows: “The admissibility 
of evidence and the competency of witnesses 
shall be governed, except when an Act of 
Congress, or these rules otherwise provide, 
by the principles of the common law as they 
may be interpreted by the courts of the 
United States in the light of reason and 
experience.” 


Note 1 to Rule 26, Rules of Criminal Pro- 
cedure, provides: “The admissibility of evi- 
dence is governed by the common law 
principles as interpreted by the Federal 
Courts ‘in the light of reason and experience’ 
and not by state law of evidence.” 


At common: law, communications to ‘an 
accountant are not privileged. (Wigmore 
on Evidence (Third Edition), Volume VII, 

2286, page 532.) 


“The immunity from prosecution like the 
privilege against testifying, which it supplants, 
pertains to a prosecution in the same juris- 


diction.” (Feldman v. U. S., 322 U. S. 487.) 


In Himmelfarb v. U. S. [49-1 ustc J 9313], 
175 F. (2d) 924 (CA-9, 1949) (a criminal 
income tax case), it was held that com- 
munications to an accountant by a taxpayer 
were not privileged. This case also held 
that communications to an attorney by his 
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client in the presence of an accountant were 
not privileged communications. 


Mr. Cassel states that these state statutes 
have been successfully relied upon in both 
state and federal courts, without citing the 
authority to support his statement. There 
has been no attempt to locate authority in 
any field except criminal taxes; and in my 
opinion, based upon the foregoing citations, 
a communication to an accountant by a tax- 
payer in a criminal income tax case is not 
a privileged communication. 


L. E. McNatr 
ATLANTA, GEORGIA 


Spiegel Case 
Sir: 


I refer to the Spiegel decision and to Mr. 
Foosaner’s article in TAxES—The Tax Maga- 
sine, May, 1949, stating “he [the grantor] 
must remove all possibility that the trust 
corpus will ever find its way back into his 
estate” and to Mr. Sachs’ article in the 
August, 1949 issue, stating that “it is now 
impossible for a parent to protect his children 
from their improvidence without subjecting 
his estate to estate tax liability on the 
property which he would set aside for their 
support by a transfer in trust.” I would 
appreciate reaction to the basis upon which 
I take issue with those conclusions, insofar 
as they apply in those states in which the 
trust laws may differ from that of Illinois 
in the respect here noted, and possibly in 
Illinois, with proper trust provision. 


It is my understanding of the trust law 
of Illinois as set forth in the Spiegel opinion 
(and of the basis of that opinion) that in 
that state the trust corpus will revert to 
the grantor upon the prior death of the 
designated beneficiaries, even though there 
are living heirs of those beneficiaries who, 


(Continued on page 1012) 
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Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


Federal Tax Forum.—The Federal Tax 
Forum, Inc., will hold its annual Federal 
Tax Dinner at the Roosevelt Hotel, New 
York City, on Thursday, November 10, 
1949. Guest of honor will be Thomas J. 
Lynch, General Counsel of the Treasury 
Department, and Roswell Magill will make 
the principal address. Commissioner of 
Internal Revenue George Schoeneman heads 
the list of government-official guests. Tickets 
may be obtained from the secretary, Miss 
Eugenie Reynolds, 902 Broadway, New York 
10, New York, for $10 per person. 


Estate Planning Meeting.— Samuel J. 
Foosaner, Newark, New Jersey, attorney, 
federal tax editor of Trusts and Estates and 
noted lecturer on tax problems, will conduct 
two all-day tax forums on the 1948 Revenue 
Act. The first will be held on Saturday, 
October 29, at the Hotel Walt Whitman 
in Camden, New Jersey, and the second, 
on Saturday, November 5, at the Hotel 
Robert Treat in Newark, New Jersey. At 
these meetings, Mr. Foosaner will discuss 
the Regulations, tax techniques and tax- 
saving methods and will give clinical treat- 
ment to actual cases. Opportunity will be 
given for presenting and discussing of 
questions. 


The fee for either session is $7.50, which 
includes a luncheon. Arrangements may 
be made by communicating with Mr. Samuel 
S. Saiber, 11 Commerce Street, Newark, 
New Jersey. 


American Institute of Accountants.— 
The American Institute of Accountants 
will hold its annual meeting at the Biltmore 
Hotel in Los Angeles, California, from 
October 31 to November 3, 1949. Travel, 
accommodation and arrangement informa- 
tion may be obtained from H. T. Winton, 
American Institute of Accountants, 270 
Madison Avenue, New York 16, New York. 
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New York University Eighth Annual 
Institute on Federal Taxation—From 
November 9 to 18, the New York University 
Eighth Annual Institute on Federal Tax- 
ation will meet in the Concert Hall of the 
Barbizon-Plaza Hotel, New York, New York. 


The morning and afternoon sessions will 
attempt to cover in a systematic manner 
the following subjects: (1) dealings be- 
tween parent and subsidiaries and between 
related companies, (2) corporate organiza- 
tions and reorganizations, (3) estate and 
gift tax planning, (4) business tax planning, 
(5) problems of the stockholder and his 
corporation, (6) methods of dealing with 
purchases and sales, (7) current status of 
personal, family and partnership arrange- 
ments and (8) corporate penalties and pit- 
falls. There will be, in addition, a certain 
number of evening meetings dealing with 
the tax problems of specialized industries. 


All inquiries should be addressed to 
Dean Paul A. McGhee, Division of General 
Education, New York University, Washing- 
ton Square, New York 3, New York. 


Chicago Tax Club.—Mr. Lloyd W. Ken- 
nedy of Kennedy and Kennedy, and formerly 
associated with Kixmiller, Barr and Morris, 
addressed an open meeting of the Chicago 
Tax Club on Wednesday, October 19, 1949. 
Mr. Kennedy’s subject was “Selected Prob- 
lems in Federal Income Taxation.” 


Tax Executives Institute, Inc—The Tax 
Executives Institute, Inc., has _ recently 
formed a chapter in Rochester, New York. 
The officers and directors who were elected 
are: President—Joseph J. Myler, Neisner 
Brothers, Inc.; Vice-President—W. E. Heyer, 
Ritter Company, Inc.; Secretary—James W. 
Cook, Lincoln Rochester Trust Company; 
Treasurer—Lawrence S. Callaghan, The Todd 
Company, Inc.; Directors—John D. Lynn, 
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The Garlock Packing Company and Wilbur 
W. Hetzel, Stromberg Carlson Company. 

The Philadelphia Chapter held its first fall 
meeting on October 19, at the Drake Hotel. 


It Depends on Where You Buy It 


In New Jersey, the question has arisen 
as to whether employee contributions to 
disability benefit funds are deductible in 
computing an individual federal income tax. 
The Treasury Department has realistically 
divided the contributions into two categories: 
those which are made to the state fund 
are deductible as taxes, but those made to 
private plans, with private insurers taking 
the risk, are not deductible either as taxes 
within the meaning of Section 23 (c) (1) 
of the Code or as medical expenses under 
Section 23 (x). The latter are considered 
to be personal expenses under Section 24 
(a) (1) and are not deductible. (I. T. 3970.) 


Helvering v. Gerhardt 


The author and the editor offer humble 
apologies to Edward Lear for the following: 


“An artful tax dodger named Day, 

Kept the Treasury Department at bay. 
But on the same facts, 

Gerhardt paid a tax 

’Tis true: he had Helvering to pay.” 


Burton H. Brody 
Yale Law School 


He Didn't Take it with Him 
and He Didn't Leave it Behind 


According to an opinion handed down 
by the Idaho Attorney General on Septem- 
ber 1, 1949, an award under the War Claims 
Act made to the estate of the decedent 
who had died a Japanese prisoner (he had 
been employed by a government contractor) 
is not includible in the estate of such dece- 
dent subject to the Idaho inheritance tax, 
because it was not a claim that he had 
died “seized of.” 


Alabama Sales Tax Exemption 


In Alabama, you don’t have to pay a 
sales tax when you make your purchases 
from a stand or store owned or operated 
by a blind person, according to Act 397, 
Laws 1949. By this law, Alabama has 
extended the sales tax exemption to the 
gross receipts, not exceeding $1,000 per 
month, derived from stores or stands oper- 
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ated by blind persons who have qualified 
for such an exemption in accordance with 
the terms of the law. 


Tax Conventions with Eire 


On September 13, two tax conventions 
between the United States and Eire were 
signed in Dublin. With one convention 
dealing with estate taxes and the other 
with income taxes, the arrangement is similar 
to those presently in effect between the 
United States and Canada on the one hand, 
and with Great Britain on the other. The 
new conventions will become effective when 
ratified only as to (a) the estates of persons 
dying on or after such date and (b) the 
estate of any person dying before such 
date and after the last date of the calendar 
year immediately preceding such date, the 
personal representative so electing. 


Other conventions are pending with 
France, Greece, Italy, Mexico, Norway, the 
Philippines, Union of South Africa, Colombia, 
Brazil and Cuba. 


Revenue Officials Meet 


On October 13 Sir Eric Bamford, Chair- 
man of the Board of Inland Revenue of 
the United Kingdom, and Mr. E. H. Ritson, 
Deputy Chairman, met with United States 
Commissioner of Internal Revenue George 
J. Schoeneman and other American revenue 
officials, as part of a program to exchange 
information between the United Kingdom 
and the United States on administrative 
and management procedures and methods. 


Original arrangements for the exchange 
of such information were made _ several 
months ago by Secretary of the Treasury 
John W. Snyder and Chancellor of the 
Exchequer Sir Stafford Cripps. 


This summer, Fred Martin, Assistant 
Commissioner of Internal Revenue, and 
Justin F. Winkle, of the Internal Revenue 
Management Staff, went to London for 
three weeks and made an extensive study 
of British tax-collection methods. 

Sir Eric and Mr. Ritson are now making 
a similar study of United States methods. 

The picture on page 949 shows, left to 
right, Justin F. Winkle, Sir Eric Bamford, 
Commissioner George J. Schoeneman, Mr. 
E. H. Ritson and Fred W. Martin. 


Carry Onl 


The Court of Claims is going to go 
along with the ruling handed down by the 
Court of Appeals for the Second Circuit 
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in the case of Bridge Auto Renting Cor- 
poration uv. Pedrick, 49-1 ustc { 9266, until 
it hears differently from the Supreme Court. 
The Court of Claims, in Casale v. U. S., 
49-2 ustc J 9409, held that the tax on the 
transportation of property is applicable to 
the receipts of a lessor-trucker which pro- 
vided and paid its truckers as well. 





Proposed Code Changes 


When the Section of Taxation of the 
American Bar Association had its annual 
meeting in St. Louis on September 5-9, 
it adopted, and the House of Delegates 
approved, certain recommendations for 
changes in the Internal Revenue Code. 


One outstanding proposal was made in 
recognition of the fact that in many small 
tax deficiency or refund cases, the cost of 
appealing to the Tax Court is often as 
much as, if not more than, the tax involved. 
To rectify the situation, the establishment 
of a Small Claims Branch of the Tax 
Court to hear and determine cases involving 
less than $1,500 in tax was proposed. This 
court would be administered by a judge of 
the Tax Court, who would appoint part- 
time commissioners in each collection dis- 
trict in the United States to hear such 
cases in an informal manner, similar to the 
procedure prevailing under the Small Claims 
Acts in effect in many states. Neverthe- 
less, the taxpayer would have the option 
of having the court hear the case in the 
regular manner. Provision is made in the 
proposal for certifying a commissioner’s 
ruling to the judge, who would then decide 
the case as a division of the Tax Court, 
subject to review by the whole court or 
the Court of Appeals. An important addi- 
tional feature of the proposal was that 
service as a commissioner would not bar 
a person from acting as attorney in any 
other case against the United States. The 
thought behind this latter provision was 
that no obstacles should be placed in the 
paths of able attorneys to taking positions 
as commissioners. 


Other measures of importance recom- 
mended at this ABA meeting were (1) the 
extension of the time for electing the optional 
valuation date in estate tax matters beyond 
the date of filing the estate tax return, (2) 
the provision that amounts paid under ‘sepa- 
ration agreements should be deductible by 
the husband and taxable to the wife for 
income tax purposes, even though the parties 
may not be legally separated by court 
decree, (3) a provision for a statute of 
limitations of six years on assessment and 
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collection of taxes in the case of a non- 
fraudulent failure to file a return and (4) 
a provision that, in the case where there is 
a deficiency in income tax and an over- 
payment of excess profits tax, or vice versa, 
interest shall be computed only on the net 
overpayment or the net deficiency, as the 
case may be. 


Side Light on Radio Giveaways 


Radio giveaways, which have inspired an 
estimated thirty million people to dream of 
sudden riches, have also caused a number 
of chronic legal headaches. No sooner had 
the courts, at least temporarily, clarified 
the income tax liability of the giveaway 
winner (see page 966), than another—and 
more serious—problem made its appearance. 
The Federal Communications Commission 
threatened the very existence of the give- 
away program. 


The Commission’s announcement that 
radio giveaways would be outlawed sur- 
prised no one in the industry. Since August 
5, 1948, when the Commission asserted its 
intention to “investigate” such programs 
and to issue regulations on their legality, 
the ban had been hanging, like the sword 
of Damocles, over the heads of broadcasters 
and radio advertisers. The publication of 
the FCC ruling found ABC and CBS openly 
girding for battle and NBC and Mutual 
discreetly silent. 


The basis for its action, claims the Com- 
mission, is Section 1304 of the United 
States Criminal Code: 


“Whoever broadcasts by means of any 
radio station for which a license is required 
by any law of the United States, or who- 
ever, operating any such station, knowingly 
permits the broadcasting of, any advertise- 
ment of or information concerning any 
lottery, gift enterprise or similar scheme, 
offering prizes dependent in whole or in 
part upon lot or chance, or any list of the 
prizes drawn or awarded by means of any 
such lottery, gift enterprise, or scheme, 
whether said list contains any part or all 
of such prizes, shall be fined not more 
than $100 or imprisoned not more than one 
year, or both. Each day’s broadcasting 
constitutes a separate offense.” 


The radio industry’s counterattack might 
begin with an attempt to prove negative 
answers to the two legal questions involved: 
(1) Can the giveaway show be classified as 
a “lottery, gift enterprise or similar scheme” 
as defined in Section 1304 of the Criminal 
Code? (2) Does the authority to license 
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Stations in the “public interest, convenience 
or necessity,” invested in the Federal Com- 
munications Commission by the Communi- 
cations Act of 1934, extend to the censorship 
of program content? 


As to the first question, the FCC has 
described as a lottery any offer of prizes 


“depending in whole or in part upon lot or 


chance.” Opponents of the ruling will un- 
doubtedly point out that while two of the 
elements of a lottery—prize and chance— 
are admittedly present in the radio give- 
away, the third element—consideration— 
is ordinarily absent or, at least, insubstan- 
tial As to the second question, the 
broadcasters might refer the Commission 
to the Communication Act’s prohibition of 
interference with the right of free speech. 


Further, giveaway enthusiasts may find 
moral support in a member of the FCC 
itself. Frieda B. Hennock, who cast the 
dissenting vote in the decision against give- 
away programs, has expressed doubt of 
the Commission’s authority to ban them 
“without a specific mandate from Congress.” 


In the light of the court contest forth- 
coming, two articles written before the 
promulgation of the ruling may be helpful 
in delineating the issues. In “Legality of 
Radio Giveaway Programs,” which appears 
in the March, 1949 Georgetown Law Journal, 
Leonard H. Marks, a lecturer on the law of 
communications at the National University 
Law School of Washington, D. C., analyzes 
the jurisdiction of the FCC over the “public 
interest.” A note in the April, 1949 Stanford 
Law Review, “FCC Attacks Radio Give- 
away Programs,” examines the possibility 
that the Commission has “misinterpreted” 
Section 1304 of the Criminal Code. 


And Just Because 
of the Culbertson Case 


A son’s absence in the military service 
does not preclude his being his father’s 
partner in the investment business, which 
required no management or services, and 
where the father furnished the entire capital 
(Atkins, 49-2 ustc J 9407, DC La.); it is not 
permissible to make family members partners 
where the object is reduction of taxes rather 
than the benefit to the business (Grayson, 
49-2 ustc 9408, DC Ala.); even though 
partnership papers were signed naming a 
taxpayer’s wife and son as partners, only 
those who were intended as partners were 
recognized as partners (Harmon, CCH Dec. 
17,196); a father-and-son partnership may 
exist even though the father relinquishes 
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his capital investment to his sons in order 
to settle his estate, it being intended that 
the father, who continued to render active 
services, remain a member of the partner- 
ship (Wilson, CCH Dec. 17,201). 


Recent Tax Decisions 


Corporate Reorganization—Where the 
assets of a defaulting corporation were taken 
over by a bondholders’ trustee, pursuant to 
trust provisions, and four years later were 
purchased at a foreclosure sale by a successor 
corporation organized by the bondholders, 
it was held that there was sufficient con- 
tinuity of interest for a tax-free reorganiza- 
tion. There was no intervening owner 
between the time the property was relinquished 
by the predecessor and the time it was 
purchased by the successor, since as the 
trustee’s possession was not that of owner. 
The fact that the escrowed funds were 
commingled did not violate the require- 
ment that the exchange be solely for stock, 
inasmuch as the cash held by the predecessor 
was sufficient to meet the claims against 
it. (Roosevelt Hotel Company, CCH Dec. 
17,200.) 


Limitations on Assessment and Collec- 
tion.—Where a federal tax was assessed 
against a decedent during his lifetime and 
a claim therefor was allowed after its pres- 
entation to the commissioners of his in- 
solvent estate appointed by the probate 
court, it was held that such presentation 
of claim, being undisputed as to liability, 
was not a suit for the recovery of a tax, 
within the meaning of Code Section 3744, 
as requires that it be filed in a United 
States District Court. Nor was the United 
States bound to file its claim in the pro- 
bate court within the short statutory period 
provided by state law, since filing of the 
claim is regarded as a “proceeding in court” 
for the purpose of the six-year period of 
limitation allowed by Section 276 (c). (Taylor 
v. U. S., 49-2 ustc 7 9412, S. Jud. Ct. Mass.) 


Deferred Compensation.—Where the tax- 
payers, as owner-officers of an insolvent 
hotel corporation, voluntarily deferred taking 
their salaries in order to avert foreclosure, 
such a deferment did not create the same 
situation which would have been brought 
about by receivership and which would 
have permitted the officers to take the 
long-term benefits of Section 107(d)—i.e., 
the compensation would have been taxable 
at the prior years’ rates. (Langer, CCH 
Dec. 17,203.) 
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Traveling Expenses.—A wartime govern- 
ment employee could not deduct the cost 
of room and board in Washington, D. C. 
Traveling expenses which he subsequently 
incurred in re-establishing his corporation’s 
business were not deductible since they 
resulted in either a capital contribution to 
or a debt from a corporation. (Milne, CCH 
Dec. 17,206(M).) : 


Accrual of Taxes.—An accrual basis tax- 
payer could not deduct, on its 1942 pay- 
ment, additional state income taxes for 1938, 
even though it did not have knowledge as 
to the amount of such state taxes until 1942. 
(Standard Paving Company, CCH Dec. 
17,204.) 


Association Certificates.——The Tax Court 
held that the excess over the purchase price 
paid the taxpayer on cemetery association 
certificates was not 


taxable as ordinary 


Acme 
Cornelius Leroy, of Lansing, Michigan, who 
was picked up by Washington, D. C., police 
for giving away $15,000, said that he just 
wanted to help poor people. He gave one 
man $7,000 to pay off his home; he gave 
another $5,000 to buy a bus; he gave the 
rest away in $100 tips. The police released 
him when they couldn’t find that it was 
against the law. 
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income. It was a capital gain, despite the 
Commissioner’s contention that since the 
amount to be paid depended on the sale 
of the as yet unexhausted cemetery lots, 
which amount was not fixed, there was no 
retirement. (Avery, CCH Dec. 17,193.) 


Alimony.—Where a taxpayer had paid 
his wife, from whom he was separated, 
monthly amounts for her support, and had 
agreed with her prior to divorce to make 
further payments for support, and such 
agreement was not incorporated in the divorce 
decree, the Tax Court held that such pay- 
ments to his divorced wife were deductible 
alimony under Section 23(u), rather than 
a division of property, despite the fact that 
under the local law (Texas) there was no 
alimony obligation, and the fact that the 
court making the decree was authorized 
only to make a division of property. (Hogg, 
CCH Dec. 17,194.) 


Bad Debt or Capital Loss?—Where the 
taxpayer charged off part of an obligation 
and later in the year sold the obligation at 
a price equal to the written-down value, 
he sustained a long-term capital loss, but 
was not entitled to a bad debt deduction. 


(Mitchell, CCH Dec. 17,195.) 


Cost of Contest Deduction.—A taxpayer 
may deduct, as a nonbusiness expense under 
Section 23(a) (2), the cost of contesting a 
gift tax deficiency, on the theory that such 
expenses were incurred in preserving income- 
producing property, the gift. (Lykes v. 
U. S., 49-2 ustc J 9401, DC Fila.) 


Deduction of Stockholder’s Guaranty.— 
A principal stockholder may not deduct as 
a loss under Section 23(e) the amount that 
he paid, pursuant to guaranty, to reimburse 
the corporation for loss on the sale of 
stock to another corporation. The guaranty 
was not a “transaction entered into for 
profit” within the meaning of the statute, 
since the profit which might have inured 
to the taxpayer by the transaction was too 
remote. The loss was not one incurred in 
trade or business, because guaranteeing the 
corporation’s investments was not the trade 
or business of the taxpayer-president. (Wig- 
ton, CCH Dee. 17,189.) 


Stripping of Coal.Amounts paid the 
taxpayer for coal stripped from his land were 
ordinary income and not capital gain, even 
though the stripped land had little value 
and, under the local law, there was a sale 
of coal in place. (Brown, CCH Dec. 
17,181(M).) 
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Senator Robertson . . . 
Cigarette Tax Avoidance .. . 
H. J. R. 371 


Washington Tax Talk 





Our Cover 


Senator A. Willis Robertson (Democrat, 
Virginia) returned to familiar ground when 
he sponsored two amendments to H. R. 
5268, the Technical Changes Bill, which 
proposes certain amendments to the Code. 
One Robertson amendment was undoubtedly 
responsible for the inclusion of the estate 
tax sections which (1) limit the application 
of the Spiegel and Church cases with respect 
to various lifetime transfers already made, 
and (2) broaden the meaning of the term 
“intended to take effect at death” for all 
future transfers. The other amendment 
suggests altering the income tax section 
covering distribution of stock in reorganiza- 
tions to make sure that spin-offs would 
have the same tax status as split-ups. The 
latter amendment was discarded in Con- 
ference. 


Before going to the Senate in November, 
1946, Senator Robertson had for ten years 
been a member of the Ways and Means 
Committee of the House of Representatives 
and had participated in the writing of all 
the wartime tax measures. The simplified 
pay-as-you-go income tax collection plan, 
adopted in 1943 by the House and modified 
by the Senate, was built around a proposal 
which Robertson successfully steered through 
the House over the opposition of his own 
committee. 


Robertson also helped to frame the excess 
profits tax and the Renegotiation Act, and 
at the end of the war he led the fight in 
the Ways and Means Committee for repeal 
of the undistributed profits tax at a time 
when it threatened to hamstring small busi- 
ness enterprises. 


In addition to his tax work, Senator 
Robertson helped draw, and took a leading 
part in the several fights to extend, the 
Hull reciprocal trade agreements program. 
Commenting on Robertson’s part in the 
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Senate debate this year on the trade pro- 
gram, the former Secretary of State wrote, 
in a letter to the Senator: “Your last 
speech is very powerful and should have 
a fine effect in support of this policy, to 
aid in the development of which you have 
heretofore done so much.” 


A lawyer by profession, Senator Robertson 
started his public career as Commonwealth’s 
Attorney of Rockbridge County, Virginia. 
He served six years in the Virginia State 
Senate and served in the Army during 
World War I. He was first elected to the 
House of Representatives in 1932. His 
membership on the House Ways and Means 
Committee was of longer duration than that 
of any other Virginian in the history of 
the nation. 


Congress 


Cigarette Tax Avoidance Bill—A law to 
facilitate the collection of cigarette taxes, 
which state tax administrators have been 
attempting to persuade Congress to pass 
for several years, is now ready to receive 
the President’s signature. The states have 
tried several ways to bolster their efforts 
to collect the cigarette tax from the pur- 
chaser who buys his cigarettes by mail 
from a distributor in another state. The 
first efforts were the confiscation of cigarettes 
at state borders. Next came the voluntary 
exchange of information regarding out-of-state 
purchases. For more effective collection, 
state cigarette tax administrators felt that 
they needed this federal law. Section 2 of 
H. R. 195 provides: 


“Any person selling or disposing of 
cigarettes in interstate commerce whereby 
such cigarettes are shipped to other than a 
distributor licensed by or located in a state 
taxing the sale or use of cigarettes shall, 
not later than the 10th of each month, 
forward to the tax administrator of the 


953 





state into which such shipment is made, a 
memorandum or a copy of the invoice cover- 
ing each and every such shipment of cigarettes 
made during the previous calendar month 
into said state; the memorandum or invoice 
in each case to include the name and 
address of the person to whom the ship- 
ment was made, the brand, and the quality 
thereof.” 


Inasmuch as this legislation will apply 
only to sales and use taxes, it seems likely 
that a number of states may be forced to 
amend the cigarette tax laws before they 
can take advantage of the federal law. 


Income Tax of Life Insurance Companies. 
—Representative Doughton introduced 
H. J. R. 371 on October 10, 1949, 

Under the proposed joint resolution, 
ninety-two per cent is the figure to be used 
by life insurance companies in computing 
their reserve and other policy liability credit 
in federal income tax returns beginning 
with 1948 and 1949, instead of the percent- 
age figure provided for them by the Com- 
missioner in accordance with the formula 
set forth in Section 202 of the Code. The 
measure would require a new return to be 
filed and a tax to be paid under Section 201, 
using this new method of computation. 
Under the resolution, the return would 
have to be filed and the tax payment made 
on or before the fifteenth day of the third 
month following enactment. Any prior re- 
turns for that year would be voided, although 
taxes paid thereunder, if not already credited 
or refunded, would be credited to those 
payable under the new return. 


This measure has been undertaken to 
rectify what some have chosen to term a 
federal income tax exemption which life 
insurance companies have enjoyed since 1947. 
What in effect has happened, however, is 
this: the method of computing adjusted 
normal tax net income and adjusted cor- 
poration surtax net income, as set forth in 
Code Sections 202 and 203, did not produce 
a taxable net income in 1947 and 1948. 


H. J. R. 371 has been referred to the 
Committee on Ways and Means, which, in 
turn, has appointed a special seven-man 
committee to study the measure. Repre- 
sentatives Gregory, Camp, Farand, Reed, 
Simpson and Kean are on this committee, 
under the chairmanship of Representative 
Lynch. Their first meeting was held on 
October 18, at which time it was determined 
to meet with the Joint Committee on Internal 
Revenue on October 25, and with repre- 
sentatives of leading life insurance com- 
panies on October 26. 
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Renegotiation of Contracts for 1950.— 
iH. R. 4146, an appropriation bill, contain- 
ing a section (622) relating to the renegoti- 
ation of contracts for the fiscal year 1950, 
was adopted by the House on October 10, 
with one amendment affecting the renegoti- 
ation section. The amendment subjects 
all negotiated contracts for procurement 
in excess of $1,000, and subcontracts there- 
under in excess of $1,000, entered into during 
the fiscal year of 1950, by or on behalf of 
the Department of Defense, to the Renegoti- 
ation Act of 1948. There is also provision 
for the suspension of the application of the 
Vinson Act with respect to any contract 
or subcontract which is subject to the 
Renegotiation Act of 1948. 


Supreme Court 


Certiorari—Certiorari has been applied 
for in the following case: 


Belser v. Commissioner (49-1 ustc § 9269, 
CA-4).—(1) Where it appeared that prior 
to 1932 the corporation’s charter had been 
revoked and that it had divested itself of 
its assets, it was held that the taxpayer- 
stockholder was not holding, as trustee 
for the corporation, assets which became 
worthless in that year; (2) where the collec- 
tor had no record of having received the 
taxpayer’s return and check, which he had 
allegediy left with his secretary for mailing, 
the twenty-five per cent negligence penalty 
was properly imposed. 


Certiorari has been granted in the follow- 
ing cases: 


Bryan v. U. S. (49-1 uste J 9272, CA-5). 
—The “net worth-expenditures” method of 
showing unreported income was disapproved 
where the evidence did not exclude the 
hypothesis that some of the expenditures 
might have been from sources other than 
current business income. : 


Commissioner v. Philadelphia Transporta- 
tion Company (49-1 ustc § 9239, CA-3).— 
Deduction of retroactive interest applicable 
to a year prior to that in which the tax- 
payer was organized was permitted. 


The Commissioner 


Commissioner George J. Schoeneman has 
announced plans to streamline the collec- 
tion of income tax withheld from the wages 
of employees and taxes due under the Fed- 
eral Insurance Contributions Act. The 


(Continued on page 1014) 
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‘IX STATES in the past two years have 
/ enacted statutes to facilitate the collec- 
tion in their courts of taxes levied in other 
states. A condition attached to the employ- 
ment of these statutes has been that the 
state seeking to avail itself of them must 
extend similar courtesies to the state which 
has enacted such a law. 


Doubtless a realization of the difficulties 
which confront a state or local tax gatherer 
who steps out of his domain to travel afield 
in search of revenue due his office has played 
its part in leading Maine, Minnesota and 
Tennessee, in 1949, and Alabama, Oregon 
and Wisconsin, in 1947, to enact such laws. 
The 1949 enactments are as follows: Maine, 
Chapter 131; Minnesota, Chapter 145; and 
Tennessee, Chapter 157. The 1947 laws were 
these: Alabama, Act 671; Oregon, Chapter 
387; and Wisconsin, Chapter 409. These 
statutes supplemented comparable earlier 
legislation in two additional states, Missouri 
and Oklahoma. 


Typical of the principal provision of each 
of the 1947 and 1949 statutes is that of 
Minnesota, which reads: 


“Sec. 1. The courts of this state shall 
recognize and enforce the liability for taxes 
lawfully imposed by the laws of any other 
state which extends like comity in respect 
of the liability for taxes lawfully imposed by 
the laws of this state. The officials of such 
other states are authorized to bring action 
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- - THE WAY SEEMS 
TO BE OPEN FOR A STATE TAX COLLECTOR TO PURSUE 
A TAXPAYER DIRECTLY IN THE COURTS OF SEVEN STATES 





in the courts of this state for the collection 
of such taxes. The certificate of the Secre- 
tary of State of such other state that such 
officials have the authority to collect the 
taxes so to be collected by such action shall 
be conclusive proof of that authority.” 


Minnesota defines the term “taxes” as 
including: 


“(a) Any and all tax assessments lawfully 
made whether they be based upon a return 
or other disclosure of the taxpayer, upon the 
information and belief of the taxing author- 
ity, or otherwise. 


“(b) Any and all penalties lawfully im- 
posed pursuant to a taxing statute. 


“(c) Interest charges lawfully added to 
the tax liability which constitutes the sub- 
ject of the action.” 


Three of the other states have employed 
this or substantially identical language. 
Maine has not defined the term “taxes” in 
this connection. The Alabama statute spe- 
cifically includes “contributions under an 
Unemployment Compensation Law or other 
contributions in the nature of a tax”; taxes, 
“whether such taxes (including contribu- 
tions) are assessed or not”; and “licenses 
and fees.” 


Maine, Minnesota, Oregon and Wisconsin 
have empowered their attorneys general to 
bring action in the courts of the other states 
to collect taxes due. 
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Tennessee’s statute is unique because of 
its brevity. Its single pertinent section reads: 

“Section 1. Be it enacted by the General 
Assembly of the State of Tennessee, That 
any State of the United States or the politi- 
cal subdivisions thereof shall have the right 
to sue in the courts of Tennessee to recover 
any tax which may be owing to it when the like 
right is accorded to the State of Tennessee 
and its political subdivisions by such State.” 


In three additional states, bills looking 
toward the enactment of similar legislation 
were introduced in 1949, but failed to pass. 
These states were Connecticut (Senate Bill 
900), Florida (House Bill 1193) and Iowa 
(House Bill 495). An “explanation” which 
accompanied the introduction of the Iowa 
bill read as follows: 


“This is a bill which would permit other 
states to sue in the courts of Iowa and to 
collect taxes against persons owing taxes to 
the sister state. The courts of the various 
states and the United States have held that 
the comity between states could not be 
stretched to cover suits for taxes by a state 
in the courts of another state. This bill 
extends the privilege to sister states provid- 
ing they extend the same courtesy to the 
state of Iowa. It is merely another remedy 
to aid in the collection of taxes which are 
justly due to the state.” 


It would appear, therefore, that these 1949 
and 1947 statutes are intended to eliminate 
the necessity of first reducing the taxes to 
judgment in the taxing state and, where 
comity exists by reason of the enactment of 
comparable statutes, to permit the institu- 
tion of suit in another state much the same 
as if suit were brought in the courts of the 
taxing state against the delinquent taxpayer. 


Since 1939 the Oklahoma statutes have 
contained a provision to the effect that “the 
courts of Oklahoma shall recognize and en- 
force liabilities for taxes lawfully imposed 
by other states which extend a like comity 
to Oklahoma.” (Section 1483, Title 68, 
Oklahoma Statutes, 1941.) ‘ 


In Missouri, under a general statutory 
provision permitting suits in the state courts 
“whenever a cause of action has accrued 
under or by virtue of the laws of any other 
state or territory” (Section 856, R. S. 1939), 
the Oklahoma Tax Commission was suc- 
cessful in 1946 in maintaining suit against a 
former Oklahoma resident, at that time re- 
siding in Missouri, to collect an income tax 
obligation incurred during his residence in 
Oklahoma. The court remarked: “The tax- 
payer who enjoys the protection of the gov- 
ernment should bear his share of the expense 
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of maintaining the government, and should 
not be permitted to escape his obligation by 
crossing lines.” (State ex rel. Oklahoma Tax 
Commission v. Rodgers, 238 Mo. App. 1115, 
193 S.W. (2d) 919.) 


These appear to comprise the instances in 
which states have extended to other states 
courtesies tending to expedite the collection 
of taxes—whether or not reciprocal cour- 
tesies are involved. 


Few Tax-Collection Safaris 


Rarely has the average state endeavored 
to project itself into other states for the 
purpose of collecting its unpaid taxes in 
those instances where, for various reasons, 
the collection could not be effected locally. 
Likewise, it has been unusual for the tax- 
levying subdivisions of a state, such as its 
counties or cities and other municipalities, 
to enter the courts of another state to pursue 
their tax delinquents in an attempt to en- 
force collection of taxes due. 


A number of factors may account for 
this. First, the size of the average delin- 
quent tax which is not collectible locally, 
even when considered with its concomitant 
penalties, does not warrant the time and 
energy required to be expended and the in- 
convenience which would be experienced in 
its collection at a distance. Then, too, the 
legal formalities with which compliance or- 
dinarily must be had in both states present 
a formidable barrier. These might involve 
the reduction of the claim to judgment in a 
court of the taxing state, followed by suit 
on that judgment in the state where the 
delinquent may have property, and the ob- 
taining of a second judgment before that 
property could be reached in an attempt to 
realize upon the original tax claim. The 
delays, costs and uncertainties which may 
be anticipated usually result in the. not un- 
reasonable conclusion that the same effort 
expended within the limits of the taxing 
state on other claims would produce far 
greater financial returns. 


Here and there, nevertheless, sporadic at- 
tempts have been made to collect taxes in 
other states. These have been effected under 
varying circumstances, including suits where 
judgments were obtained in the taxing state 
and suits where judgments were not first 
secured in the taxing state, as well as em- 
bracing the filing of claims by the officials 
of a taxing state with receivers or fiduciaries 
in other states. In a number of instances, 
the essay into other states has been pursued 
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beyond them into the Supreme Court of the 
United States. While the highest court has 
not regarded itself as called upon to pass 
upon certain situations, rules outlining the 
extent to which collection may be effected in 
states other than the taxing state have been 
fairly well established. It will be of interest 
to examine instances where states have, in 
the absence of reciprocal statutes such as 
those previously mentioned, endeavored to 
collect their taxes in other jurisdictions, and 
to discover the extent to which they have 
been successful. This will indicate the pres- 
ent situation with regard to those states— 
still in the majority—where the new recip- 
rocal statutes have not been enacted. 


The Supreme Court of the United States 
indicated in a 1935 decision that “whether 
one state must enforce the revenue laws of 
another remains an open question in this 
Court.” It said: “For present purposes we 
will assume that the courts of one state are 
not required to entertain a suit to recover 
taxes levied under the statutes of another 
and confine our inquiry to the single ques- 
tion whether they must nevertheless give 
full faith and credit to judgments for such 
taxes.” (Milwaukee County v. M. E. White 
Company, 296 U.S. 268.) In that case, the 
Court concluded that “a judgment is not to 
be denied full faith and credit in state and 
federal courts merely because it is for taxes.” 


It is to be borne in mind that the United 
States Constitution provides, in Section 1 of 
Article IV: “Full faith and credit shall be 
given in each state to the public Acts, Rec- 
ords, and judicial Proceedings of every 
other State.” 


Suits in State Courts 


In one of the comparatively few instances 
where a state first recovered a judgment in 
one of its courts, upon which judgment it 
subsequently sued in a court of another 
state, the litigating state was successful in 
obtaining a second judgment in the sister 
state’s court. 


New York was the state engaged in this 
litigation. It first obtained a judgment for 
a franchise tax in a New York court, and 
then instituted suit on that judgment in the 
Supreme Court of New Jersey and secured 
the second judgment there. Upon appeal 
this judgment was upheld by New Jersey’s 
highest court, and a petition for a writ of 
certiorari was later denied by the Supreme 
Court of the United States. A contention of 
the debtor-corporation in the New Jersey 
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court was that the claim was based upon 
penalties which could not be prosecuted in 
New Jersey. The highest court of that state, 
while observing that it “is undoubtedly true 
that penalties imposed by the penal laws of 
a state cannot be enforced in another juris- 
diction,” regarded the record as failing to 
disclose that the New York statute imposing 
the tax was penal in its nature. It empha- 
sized that the action was one “to collect a 
debt which the appellant had impliedly 
agreed to pay.” (People of the State of New 
York v. Coe Manufacturing Company, 112 
N.J.L. 536, 172 Atl. 198; cert. den. 293 
U.S. 576.) 


Suits in Federal Courts 


Similarly, a state income tax reduced to 
judgment in the state’s court was sued upon 
in a federal court sitting in another state, 
and the Supreme Court of the United States 
ruled that such a suit could be maintained 
there. In that case, Milwaukee County, 
charged with the collection of the Wisconsin 
income tax, brought suit in a United States 
District Court in Illinois on a judgment for 
income taxes obtained in a Wisconsin county 
court. The defendant disputed the plaintiff's 
right to maintain such a suit in the federal 
court. The question was certified to the Su- 
preme Court of the United States in this form: 


“Should a United States District Court in 
and for the State of Illinois, having juris- 
diction of the parties, entertain jurisdiction 
of an action therein brought, based upon a 
valid judgment for over $3,000 rendered by 
a court of competent jurisdiction in the State 
of Wisconsin against the same defendant, 
which judgment was predicated upon an in- 
come tax due from the defendant to the 
State of Wisconsin?” 


The Court’s answer to this question was 
“Yes.” (Milwaukee County v. M. E. White 
Company, supra.) 


State Court Suits 
Not Based on Judgments 


As we have already noted, the Supreme 
Court of the United States has said that 
“whether one state must enforce the revenue 
laws of another remains an open question 
in this Court.” In several state court deci- 
sions, however, state courts have indicated 
that they would not entertain suits instituted 
by state or local officials of another state 
seeking to recover taxes where the suits 


957 





were not predicated upon judgments already 
obtained in the taxing state’s courts. 


For instance, the question before the 
Court of Appeals of New York in State of 
Colorado v. Harbeck et al., 232 N.Y. 71, 133 
N.E. 357, was whether a Colorado inherit- 
ance tax might, consistently with the due 
process clause of the United States Consti- 
tution, be collected extraterritorially by suit 
against the beneficiaries in New York. The 
court concluded that where the delinquents 
are nonresidents of the taxing state and 
outside its jurisdiction, so that no personal 
liability or enforceable duty may be estab- 
lished against them, and where the property 
involved is without the taxing state, so that 
no res exists upon which the taxing state 
may impose a lien, the state is powerless to 
collect the tax in its own courts, and power- 
less to invoke the aid of a sister state to 
collect its revenue. The court said: 


“The rule is universally recognized that 
the revenue laws of one state have no force 
in another. The remedy is a part of the 
law and we are once more brought to face 
the doctrine that the taxing power of the 
state is by the federal Constitution limited 
to persons and property within its jurisdiction.” 

An Ohio Court of Appeals in 1948 denied 
the State of Minnesota the right to recover 
state income taxes under circumstances 
where it was alleged that the defendant in- 
dividual had received income from business 
transacted in Minnesota, although it was not 
revealed that he had been in that state or 
had had property there. (State of Minne- 
sota v. Karp, 84 N.E. (2d) 76.) 


A stronger case, also decided in 1948, was 
presented by the City of Detroit, Michigan, 
in a Delaware court when the city sought 
to recover a personal property tax from a 
former Detroit resident who had removed 
to Delaware. There, too, the court refused 
to take jurisdiction. It noted that no Dela- 
ware statute covered the situation and found 
support in the overwhelming weight of 
authority in most jurisdictions which had 
ruled upon similar facts. (City of Detroit et 
al. v. Proctor, 61 Atl. (2d) 412.) 


The treasurer of an Ohio county fared no 
better in presenting his claim in 1945 for 
personal property taxes in a Pennsylvania 
court against a former resident of his county, 
the claim not having been reduced to judg- 
ment in Ohio. The court concluded that 
“regardless of the justice of the claim and 
the duty of the defendant to pay, the suit 
may not be entertained.” (Hamilton County 
Treasurer v. Hartzell, 61 Montgomery County 
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Law Reporter 329, 55 District and County 
Reports 100.) 


Federal Court Suits 
Not Based on Judgments 


The general rule in the federal courts is 
to refuse to recognize the force of the rev- 
enue laws of a state other than that in 
which the court sits. This was exemplified 
in 1930 in Moore, Treasurer of Grant County, 
Indiana v. Mitchell et al., 281 U.S. 18. There, 
the Supreme Court of the United States 
held that a state officer, claiming only by 
virtue of his office and authorized only by 
the laws of his state, had no legal capacity 
to sue as of right for the collection of taxes 
due his state, in a federal court in another 
state. 


Likewise, where a state official of Cali- 
fornia brought suit in a federal court against 
a resident of Nevada for the recovery of 
money alleged to be due California under 
its personal income tax law, recovery was 
denied as no ground for federal jurisdiction 
appeared. There, the plaintiff was regarded 
as representing the State of California; and 
as the state was not a citizen of itself or any 
other state, it was ruled not entitled to 
invoke the jurisdiction of the federal courts 
on the ground of diversity of citizenship. 
(People of the State of California ex rel. 
McColgan v. Bruce, 129 F. (2d) 421.) 


The rule has been extended to the point 
where a state tax collector who instituted 
suit in a United States District Court sit- 
ting in his own state against a corporation 
of another state to recover unpaid privilege 
taxes found his suit dismissed for want of 
jurisdiction. Upon appeal, the Circuit Court 
of Appeals remarked that though the action 
was nominally brought in the name of the 
collector, it was plain that it was in fact the 
suit of the state, and that diverse citizenship 
requisite to jurisdiction was lacking. (Craig, 
State Tax Collector of Mississippi v. Southern 
Natural Gas Company, 125 F. (2d) 66.) 


Similarly, where a motion was made by 
the receiver of a West Virginia company 
and the state auditor of West Virginia to 
assert a West Virginia franchise tax liability 
under circumstances where the company’s 
entire assets were in Kentucky, a United 
States District Court in Kentucky denied 
the right of these officials to assert their 
authority for this purpose in Kentucky, and 
observed that a federal court in one state will 
not enforce the revenue laws of another state. 
(Chase National Bank v. Ohio Kentucky Gas 
Company et al., decided November 25, 1933.) 
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Claims Filed with Receivers 


Another interesting situation arises where 
a state files a claim for its state taxes with 
receivers appointed in another state for one 
from whom the former state alleges such 
taxes are due. 


The State of New York filed a claim of 
this type for corporation franchise and 
license taxes with Delaware receivers in 
insolvency appointed by the Delaware Court 
of Chancery, although the corporation had 
never been authorized to do business in New 
York. The Court of Chancery, in ruling 
upon the claim, remarked: “It is conceded 
that the claim has no basis of merit unless 
it be shown that the corporation did business 
in New York during the years covered by 
the claim.” It then asked: “Was this cor- 
poration engaged in doing business in New 
York?” After an examination of the facts 
and an application of New York “doing- 
business” decisions to the situation, the 
court concluded that “by the test laid down 
by the courts of New York itself this cor- 
poration did not do business in that state 
within the meaning of the New York tax 
law at any time since its incorporation.” 
(Elsner v. United American Utilities, Inc., 180 
Atl. (2d) 589.) 


In another Delaware action in which 
claims were presented to the receiver of a 
Delaware corporation the charter of which 
had become void for failure to pay Delaware 
franchise taxes, the State of New York filed 
proofs of claim for franchise taxes and 
license fees. The vice-chancellor noted that 
unpaid Delaware franchise taxes were, by 
statute, given a preference, and also that the 
amount available was insufficient to satisfy 
the claim of the State of Delaware for such 
taxes. The claim of preference of New 
York for its taxes was disallowed, and those 
taxes were treated as general unpreferred 
debts of the corporation, principally because 
no proof of the relevant law of New York, 
indicating that a preference was given there 
to taxes of that state, had been proffered by 
New York. (Silverman v. National Assets 
Corporation, 12 Atl. (2d) 389 (1940).) 


Delaware has been successful in estab- 
lishing claims for its franchise taxes in simi- 
lar proceedings in other states, as the fol- 
lowing two cases reveal. 


A Delaware corporation doing business 
in New Jersey and having its plant and 
equipment in that state was adjudged insol- 
vent, and receivers were appointed. Dela- 
ware’s claims for franchise taxes were 
disallowed by the receivers, not only as pre- 
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ferred claims, but also as general claims. 
The Court of Chancery of New Jersey re- 
versed this determination by the receivers, 
with directions to allow the ‘charges as pre- 
ferred claims, one for a franchise tax due 
before insolvency and the other for the tax 
due thereafter. (Standard Embossing Plate 
Manufacturing Company v. American Salpa 
Corporation, 167 Atl. 755.) 


Similarly, where a receiver had been ap- 
pointed for two Delaware companies by a 
Wisconsin court, the State of Delaware 
started a suit in that court to recover from 
the receiver franchise taxes due Delaware for 
the two years covered by the receiver’s ad- 
ministration. The Wisconsin Supreme Court 
ruled that the taxes were valid claims as 
they represented payments for the receiver’s 
exercise of a right granted by the State of 
Delaware to operate the corporations under 
the corporate name. (State of Delaware v. 
J. Seton Gray, Receiver, 267 N.W. 310.) 

Where, however, a trustee in bankruptcy 
had no knowledge of franchise taxes owed 
to Delaware by a bankrupt estate, it was 
ruled by a United States Circuit Court of 
Appeals sitting in New York that the trustee 
could not be held personally responsible for 
the state’s unsatisfied tax claims which were 
neither scheduled nor in any manner brought 
to the trustee’s attention, since no duty of 
inquiry beyond court records rested upon 
the trustee to ascertain whether there were 
any claims for taxes. (State of Delaware v. 
Irving Trust Company, 92 F. (2d) 17; cert. 
den. 302 U.S. 754.) 


The State of New Jersey filed a claim for 
franchise taxes with the receiver of a New 
Jersey company appointed by a court in 
North Carolina, where the company had 
transacted all of its business and where its 
assets were situated. In regarding New 
Jersey as entitled to prove its claim, and in 
determining whether it was entitled to 
priority or preference over other creditors 
in the payment of the debts of the company 
out of its assets in the hands of the receiver, 
the Supreme Court of North Carolina noted 
that the law of New Jersey provided that 
the tax in question should be a preferred 
debt in case of insolvency. The court em- 
phasized that this provision was evidently 
intended to apply only to such proceedings 
in insolvency as should be instituted in New 
Jersey. It pointed out that when the courts 
of a state give effect to a foreign law, this 
is done by courtesy or comity, and con- 
cluded that nothing in the sovereignty of 
New Jersey as a State entitled her to any 
special favor in the consideration of the 
claim presented or modified the general rule 
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of comity so as to confer upon her any 
greater right or privilege than was pos- 
sessed by the ordinary suitor in the courts 
of North Carolina. (J. A. Holshouser Com- 
pany et al. v. Gold Hill Copper Company, 138 
N.C. 248, 50 S.E. 650.) 


Claims Filed with Executors 


A Surrogate’s Court in New York, in an 
estate matter in which the State of Con- 
necticut sought to compel executors to pay 
a transfer tax due to that state, remarked 
that “the rule is universally recognized that 
the revenue laws of one state have no force 
in another,” and dismissed objections filed 
by Connecticut for the general purpose of 
compelling payment of the transfer tax 
claimed to be due that state out of the 
assets of the estate. (Jn re Martin’s Estate, 
240 N.Y.S. 393 (1930).) 


Recapitulation 


The situation today may be summarized 
as follows: 


The way appears to be open, under state 
statutes, for a state to pursue a taxpayer 
for the recovery of state taxes directly in 
the courts of seven states—provided reci- 
procity exists—and in one state in which 
such reciprocity is not required. Since a 
tax-creditor state often will not be found to 
have provided reciprocal measures by legis- 
lation, the recovery by direct suit is not yet 


available to many states, although a definite 
trend in that direction is now apparent. 

Where it has been determined that a 
statutory remedy of direct suit was not 
available because of lack of reciprocity, it 
has been indicated by court decisions that 
other remedies might be pursued to the 
following extent: 

(1) Where a state tax claim has been re- 
duced to judgment in the courts of the tax- 
creditor state, that state has prevailed in a 
suit upon the judgment in another state in 
which its tax debtor has been found. 

(2) Recovery on a state tax claim which 
has been reduced to judgment has likewise 
been sued upon in the federal courts with a 
view to obtaining a judgment there. 

(3) States have been unsuccessful in suits 
initiated in courts of other states, not predi- 
cated upon judgments previously obtained 
in their own courts, involving claims for in- 
come, personal property and inheritance taxes. 

(4) Similarly, states have been unsuccess- 
ful in suits initiated in the federal courts, 
not based upon judgments previously ob- 
tained in their own courts, involving claims 
for income, franchise, property and privi- 
lege taxes. 

(5) Tax claims filed by states in other 
states with receivers for their tax debtors 
have generally received a favorable recep- 
tion, so far as the decided cases reveal. 

[The End] 


CHANGES IN STATE TAX ADMINISTRATION 


Idaho.—As a result of recent legislation, the Idaho tax system 
has been consolidated under a single head, known as the State Tax 
Collector. The first Tax Collector, P. G. Neill, has supervision over 
the collection of all taxes and has direct supervision over the income, 
inheritance and mine license taxes. The Motor Fuels Division and 
the Miscellaneous Taxes Division are under the supervision of Earl 
Floyd and Dale Cady, respectively. 


Indiana.—Conn J. Sterling replaces John F. Mee as the Commis- 
sioner of Revenue of the Indiana Department of State Revenue. 
Walter Bottorff has been appointed Director of the Indiana Gross 
Income Tax Division, succeeding Conn J. Sterling. 


Wisconsin.—Samuel B. Schein and C. L. Finch replace Harry 
Slater and G. M. Sheldon as members of the Wisconsin Board of 
Tax Appeals. 
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1. T. 3627 
3630 


HERE is no question that the Emer- 

gency Price Control Act and the rules 
and regulations promulgated thereunder by 
the Office of Price Administration vitally 
affected all businessmen throughout the 
country. A great number of them became 
enmeshed in the intricate web of price con- 
trol, from which they could extricate them- 
selves only by making payments to the 
OPA. The fact that many were so caught 
is testified to by the hundreds of millions 
of dollars collected by that agency. The 
Treasury Department’s view of these pay- 
ments, insofar as they affect income taxes, 
was set forth in I. T. 3627, 1943 CB 111, 
and I. T. 3630, 1943 CB 113. Although 
these rulings recognize the deductibility of 
payments of damages to consumers, pay- 
ments to the United States or to the Price 
Administrator, where the buyer was not the 
ultimate consumer, were held to be in the 
nature of fines or penalties and not de- 
ductible. This ruling of nondeductibility 
was held to apply even to instances where 
actions were compromised without admis- 
sion of OPA violation. 


The Treasury based such rulings on the 
decisions of the courts in Great Northern 
Railway Company v. Commissioner [2 ustc 
7 504], 40 F. (2d) 372; Burroughs Building 
Material Company v. Commissioner [2 ustc 
{ 641], 47 F. (2d) 178; Standard Oil Com- 
pany uv. Commissioner [42-2 ustc J 9528], 
129 F. (2d) 363; and Helvering v. Superior 
Wines & Liquors, Inc. [43-1 ustc ] 9354], 
134 F. (2d) 373. Although the cited cases 
involve criminal violations of law, whereas 
payment to the Price Administrator was the 
result of civil action for damages, the Treasury 
Department recognized no distinction. 


Payments to OPA 





PAYMENTS TO OPA 


By SIDNEY GELFAND 
Tax Consultant—Member of Gelfand, Radler & Weiss, New York City 





Obviously, rulings adversely affecting so 
many taxpayers were going to be tested in 
the courts. 


The Scioto Provision Company has the 
dubious distinction of being the first tax- 
payer to have its case heard by the Tax 
Court ({CCH Dec. 16,022], 9 TC 439) and 
receive an adverse decision, two judges 
dissenting. In this case the taxpayer, charged 
with several violations of OPA regulations, 
was told to pay $9,309 (subsequently ad- 
justed to $7,709) or face a suit in court for 
treble damages and possible revocation of 
its slaughtering license. The amount was 
based on an accounting for one month 
only and multiplied by eight, the number 
of months within the period involved. The 
petitioner’s officers, though denying any 
violations, felt it was best to pay the 
amount demanded rather than stand the 
expense and risk of a court suit. Although 
the petitioner was aided by the filing of a 
brief amicus by: Randolph Paul on behalf 
of Pacific Mills, which had pending with 
the Treasury Department a case involving 
an amount in excess of two million dollars, 
the Tax Court held in favor of the Commis- 
sioner and denied the deduction. 


The court, Judge LeMire presiding, stated 
that the Emergency Price Control Act 
“was a war measure which Congress con- 
sidered of vital importance to ‘the war. 
Undoubtedly it represented a ‘sharply de- 
fined’ national policy ‘proscribing particu- 
lar types of conduct’.” The court considered 
the argument that payments to the OPA 
were not penal in nature but civil damages 
to be “begging the question.” 

The Tax Court cited Commissioner v. 
Longhorn Portland Cement Company [45-1 
ustc {[ 9242], 148 F. (2d) 276, to the effect 
that to permit the deduction of penalties 


961 


paid in compromise of suits for law viola- 
tion would result in partial mitigation of the 
penalty and would be against public policy. 


Garibaldi & Cuneo Case 


On the same date as that of the decision 
in the Scioto Provision Company case, the 
Tax Court issued its opinion in Garibaldi 
& Cuneo [CCH Dec. 16,023], 9 TC 446. 
In this case the OPA had brought suit 
in the District Court for treble damages 
against the taxpayer, a banana dealer. The 
petitioner settled the suit by paying one 
and one-half times the overcharge. Before 
the Tax Court, the petitioner argued that 
the violations were not intentional, but were 
due to the fact that the OPA regulations 
and computations thereunder were so com- 
plicated and confusing that it was next to 
impossible to avoid violating them. In 
support of this contention it cited the fact 
that almost all banana dealers in the Chi- 
cago area were guilty of similar violations. 
The Commissioner claimed that the viola- 
tions were designed, aggravated and wholly 
inexcusable. It appeared to the court that 
the violations could have been avoided by 
the exercise of reasonable care, and that 
although the OPA regulations might be 
confusing and subject to several interpreta- 
tions, the petitioner’s violations were not 
due to such causes. The court, therefore, 
ruled in favor of the Commissioner. 


Rossman Case 


Following these two cases came that of 
Jerry Rossman Corporation [CCH Dec. 
16,299], 10 TC 468. This case, involving less 
than three thousand dollars in tax, seems 
destined to play a historic role in tax 
history. The case was heard in the Tax 
Court before Judge LeMire, who also sat 
in the Scioto Provision Company case; and 
it required much argument and persuasion 
on the part of the taxpayer’s counsel to 
induce the court to hear the case. In the 
light of the particular facts, it is a moral 
blot on the administration of the tax laws 
that the payment to the OPA was dis- 
allowed and that the taxpayer was forced 
to litigate the matter. 


Jerry Rossman Corporation was engaged 
in the conversion of textiles. One of the 
items of cost to be taken into considera- 
tion in computing ceiling prices was the 
estimated shrinkage by the finisher. Al- 
though test runs were made, the actual 
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shrinkage was slightly more than two per 
cent less than the estimated shrinkage stated 
in the contract. Therefore, although the 
corporation followed the letter of the regu- 
lation in fixing ceiling prices, overcharges 
of a fraction of a cent a yard resulted. 


The president of the taxpayer, who was 
on the advisory board setting the regula- 
tions for the textile industry, voluntarily 
went to the OPA as soon as he found 
that the shrinkage was less than the con- 
tract estimate, and asked what should be 
done about it. The taxpayer was advised 
to return the overcharges to the various 
customers. This was impracticable because 
of the inability to determine which pur- 
chasers’ goods had the variation in shrink- 
age; furthermore, their ceiling prices had 
been based upon the prices paid for the 
taxpayer’s goods and would have to be 
adjusted. Upon the suggestion of the tax- 
payer, it was mutually agreed to make the 
payment to the OPA. No investigation of 
the taxpayer’s books and records was ever 
contemplated or made, and the payment 
made was computed by the petitioner and 
accepted as correct. 


Cases Distinguished 


Counsel for the petitioner argued before 
the Tax Court that I. T. 3627 and I. T. 
3630 were not applicable, if not null and: 
void altogether. Obviously the amount 
paid by the Jerry Rossman Corporation 
was not in satisfaction of a judgment ob- 
tained in suit brought by the Price Ad- 
ministrator or in compromise of pending 
or contemplated litigation. There was not 
even any allegation of violation. Hence, 
there could be no compromise. Nor could 
there have been any contemplated litiga- 
tion where the OPA had no knowledge 
that overcharges had been made. The Scioto 
and Garibaldi & Cuneo decisions were distin- 
guished by counsel in the brief as follows: 


“Reading these two cases together shows 
a succinct line of thought and might be 
summarized as follows: the violation of 
maximum pricing regulations might lead to 
inflation and its innumerable consequences, 
thus hindering the war effort. To hinder 
the war effort was obviously against a 
sharply defined national policy. Therefore 
a taxpayer may not claim a deduction for 
expenses incurred in doing anything that 
hindered the war effort. 


“Tt is obvious though that grave injustice 
results unless that broad tenet is limited 
to situations where the hindrance of the 
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war effort is intentional or possibly due to 
such negligence which could have been 
avoided by the exercise of reasonable dili- 
gence and intelligence. Certainly no one, 
not even the Commissioner, would disallow 
as a deduction expenses caused by fire in 
a war plant resulting from lightning, al- 
though such fire hindered the war effort, 


-or disallow expenses occasioned by an 


unauthorized employees’ strike which hin- 
dered the war effort. 


“The Tax Court does seem to be cogni- 
zant that there can be times where un- 
intentional hindrances to the war effort 
should not be penalized and stated in the 
preliminary digest of the Garibaldi & Cuneo 
decision: 


“*One and one-half times overcharges 
paid to the United States in settlement of 
a suit for violation of a ceiling price regula- 
tion on ordinance was not deductible as an 


ordinary and necessary expense where it does 


not appear that the petitioner could not 
have avoided the overcharges by exercise of 
reasonable intelligence and diligence.” (Ital- 
ics supplied.) 


Counsel for the petitioner also argued 
that the petitioner’s actions were not against 
public policy, but that the petitioner had 
followed the golden rule of “honesty and 
integrity being the best policy” and that 
the Commissioner’s action was akin to say- 
ing “honesty is against public policy.” 

The majority of the Tax Court felt, 
however, that the decisions in Scioto Pro- 
vision Company and Garibaldi & Cuneo were 
applicable. Judge LeMire, who wrote the 
opinion in the Scioto case, stated in the 
Jerry Rossman case that “while the peti- 
tioner’s voluntary and forthright disclosure 
of its violation and the forfeiture of the 
overcharges were highly commendable on 
its part, they added nothing to the peti- 
tioner’s right to a deduction under the 
income tax laws.” 


A number of judges on the Tax Court 
felt differently. Two separate opinions, in 
which a total of seven judges joined, were 
written. Judge Opper, in one dissent, stated: 


“The underlying issue of principle in 
such cases as the present is solely one of 
public policy. See S. B. Heininger v. Com- 
missioner [44-1 ustc $9109], 320 U. S. 467. 
Unless a policy can be ascertained of peti- 
tioner’s conduct and hence requires that 
the disputed amounts be included in peti- 
tioner’s gross income or be denied as a 
deduction, their treatment as ordinary busi- 
ness expense is proper. But who is to 
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perceive where petitioner’s actions fell short 
of the highest degree of conscientious and 
painstaking appliance with morals as well 
as law?” 


Judge Harlan’s dissent stated: 


“The amount of shrinkage in each case 
could be a little more than guesswork and, 
since the amount of shrinkage apparently 
varied with each sale with the average over- 
charge amounting to less than 2/10 of 1% 
of the purchase price, it would probably 
not only be impractical but impossible to 
compute minuscule variation from OPA 
price levels to each customer.” 


Judge Harlan also pointed out that the 
taxpayer had computed the ceiling price 
of its merchandise in accordance with the 
method proscribed by Maximum Price Regu- 
lation No. 127, and stated: 


“Surely if the taxpayer complied with 
the regulations any judge, or jury, if the 
question could ever get to a jury, would 
conclude that it had done all that law could 
reasonably require of any citizen. 


“The Price Control Act was passed to 
prevent price inflation and unwarranted 
profits. The mistake by the taxpayer herein 
in its sales to dealers who in turn sold to 
customers was so microscopic in its amount 
that by the time the price for the wholesale 
account was divided up into retail sales to 
consumers, it would take a super-expert 
mathematician to compute the infinitesimally 
small price increase. In fact this taxpayer’s 
mistake could not have affected the retail 
price. Furthermore the taxpayer made no 
unwarranted profits because he turned 100% 
of those profits back to the government. 


“We feel that for the government now to 
tax petitioner for income 100% of which 
was delivered to the government as soon 
as possible after its mistaken receipt was 
discovered, is nothing less than treating a 
mistake as a misdemeanor and penalizing 
efforts at good citizenship.” 


Second Circuit Decision 


Armed with these two strong dissenting 
opinions and the knowledge that seven 
judges agreed with the taxpayer, counsel 
for the petitioner pressed an appeal to 
the United States Court of Appeals for the 
Second Circuit. It is this decision of the 
Second Circuit ([49-2 ustc § 9333] 175 F. 
(2d) 711), dated July 5, 1949, which has 
opened wide the avenue for thousands of 
refund claims (where the statute of limita- 
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tions has not run), not only for the allow- 
ance of payments of damages to the OPA, 
but possibly for the deduction of other 
types of fines, penalties and forfeitures. 


In this unanimous decision of Judges 
Learned Hand, Clark and Frank, the court 
held: 


(1) Payment of the overcharge to the 
OPA is not a penalty. 


(2) Penalties may at times be an ordinary 
and necessary expense of doing business. 


In coming to the first conclusion, that 
payments of overcharges to the OPA can 
on no theory be treated as the payment of 
a penalty, the court pointed out that the 
term “penalty” has “a punitive, as opposed 
to a remedial, meaning; it covers fines and 
other executions which are not restitution 
for a wrong, and are only justified, either 
as a deterrent, or in order to satisfy an 
atavistic craving for retaliation. A seller’s 
duty to return the overcharge to the ‘ter- 
minal buyer’: that is, to one ‘who buys . 
for use or consumption other than in the 
course of trade or business’, is so clearly 
not a ‘penalty’ under this definition that 
no argument can make it plainer than its 
bare statement.” Even where the amount 
paid to the OPA is in excess of the over- 
charge, to the extent of the overcharge 
there is restitution and the deduction is 
allowable. 


Deductibility of Penalties 


It is, however, that part of the opinion 
specifically dealing with the deductibility 
of penalties which promises to upset es- 
tablished tax practice and lay out the wel- 
come mat for refund claims. 


The revenue acts, the court pointed out, 
do not declare that penalties may not be 
deducted; that doctrine, though applied by 
the Second Circuit itself many times, was 
only one of “judicial gloss” of the lower 
courts. Rigorously applied, such a doc- 
trine would mean that a taxpayer could 
never deduct fines and forfeitures. The 
court agreed with the plaintiff that there 
was no relevant distinction between such 
payments and legal expenses incurred in 
an unsuccessful effort to prevent their col- 
lection. The court said: 


“Indeed to hold otherwise would be to 
subsidize the obduracy of those offenders 
who were willing to pay without a contest 
and who, therefore, added impenitence to 
their offense.” 
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Contrast this statement with that in the 
majority opinion of the Tax Court in the 
same proceeding: 


“As to considerations of public policy, 
a payment made in settlement of a cause 
of action resulting from voluntary disclo- 
sures stands on no different footing from 
one made under compulsion of law; other- 
wise, a morally guilty person who resorts 
to the expediency of disclosing his offense 
might be favored over an inadvertent viola- 
tor who protests his innocence.” 


These apparently irreconcilable viewpoints 
do have a common denominator, namely, 
the moral intentions of the person violat- 
ing the law: Was the violation deliberate 
or inadvertent? Could it have been avoided 
with reasonable care? 


Both the taxpayer and the Commissioner 
cited the Supreme Court decision in Com- 
missioner v. Heininger, supra, to support 
their contentions. The Commissioner ar- 
gued that the Heininger decision distin- 
guished between legal expenses of an 
unsuccessful defense, which were deductible, 
and fines or forfeitures, which were not 
deductible. The Second Circuit, however, 
agreed with the taxpayer that the purport 
of that decision was that the allowance of 
claimed deductions for legal expenses or 
fines or forfeitures depends upon “the place 
of sanctions in the scheme of enforcement 
of the underlying act.” The court then 
gave utterance to what will undoubtedly 
become a historic quotation: “in short 
there are ‘penalties’ and ‘penalties’, and 

. some are deductible and some are not.” 


Application of the tax principles set forth 
in the Second Circuit’s opinion in the case 
of Jerry Rossman Corporation would indi- 
cate probably erroneous opinions in many 
instances by the Tax Court. 


Nazareth Mills Case 


In Scioto Proviston Company, the pay- 
ments to the OPA were only restitutional. 
Similarly, two thirds of the payments in 
Garibaldi & Cuneo were restitutional, and 
were allowable deductions. In Nazareth 
Mills, Inc. [CCH Dec. 16,846(M)], 8 TCM 
164, a question arose regarding the prop- 
riety of using certain price lists effective 
February 10, 1942, the ceiling price date, 
but not generally distributed to the trade 
until February 15, 1942. The OPA ruled 
that the price list used was not correct. 
The taxpayer prepared a list of customers 
entitled to refunds, called at OPA in Wash- 
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ington and submitted the list of customers 
and the amount of refund due each. Upon 
the urging of the representative of OPA, 
however, the taxpayer paid the aggregate 
amount to the Treasurer of the United States. 
The Tax Court decided the case adversely 
to Nazareth Mills upon the basis of its 
decision in Jerry Rossman Corporation. 
Fortunately, the taxpayer has appealed its 
case to the United States Court of Appeals 
for the Third Circuit, where it should meet 
with better success in view of the Second 
Circuit’s decision in the Rossman case. 


New Orleans Motor Company, Inc., [CCH 
Dec. 17,100 (M)], 8 TCM —, was decided 
just five days too soon for the taxpayer. 
Judge Opper, who wrote such a powerful 
Tax Court dissent in the Rossman case, 
upon the authority of that case held against 
the taxpayer on June 30, 1949. Just five 
days later, the Rossman decision was re- 
versed by the Second Circuit. On the basis 
of that decision, it seems, New Orleans 
Motor Company should be entitled to the 
deduction. 


Implications of Rossman Case 


As indicated before, the import of the 
Rossman case is not limited to payments 
to the OPA. It is much broader. Fines 
and forfeitures may be incurred for viola- 
tions of other laws; but if the surrounding 
circumstances are such that sanctions do 
not fit in the “scheme of enforcement of 
the underlying act,” then deductions for 
payment of such fines and forfeitures may 
be allowed. For example, suppose a busi- 
ness having government contracts uninten- 















tionally uses child labor and thus violates 
the Walsh-Healy Labor Act. Suppose this 
violation is due to false statement of ages 
by employees, and the employer has no 
apparent reason to doubt the age stated 
in the applications for employment. Under 
such circumstances, it seems, the fines in- 
curred for violation of the Walsh-Healy 
Labor Act should be allowable deductions 
for tax purposes. 


Another illustration could be the pay- 
ment of a fine for violating postal regula- 
tions, which regulations, subsequent to the 
payment of the fine, are held to be un- 
constitutional and null and void. Certainly, 
under such circumstances, the payment of 
the fine, if incurred in connection with a 
business activity, should be allowed as a 
deduction. 


There are undoubtedly other types of 
fines and penalties which might be allowable 
deductions. It will be interesting to follow 
the degree to which the principles enumer- 
ated in the Rossman case are extended to 
other situations favoring the taxpayer. For 
once, taxpayers have been fortunate in 
having a case with facts most favorable 
to their side decided first by a Circuit Court, 
from which decision roots of growth will 
emanate. Contrast this situation with what 
usually happens when first decisions are 
made in such cases as Helvering v. Clifford 
[40-1 ustc J 9265], 309 U. S. 331, and Com- 
missioner v. Tower [46-1 ustc J 9189], 327 
U. S. 280; the taxpayer has to sit by and 
watch the courts, and certainly the Bureau, 
extend their application until adverse de- 
cisions encompass almost the entire field. 


[The End] 





TAX CHANGES IN WEST VIRGINIA CITIES 


Several tax changes have been made in West Virginia recently. 


Two cities increased certain tax rates: Huntington amended its gross 
sales tax ordinance to effect an increase and Morgantown raised its 
privilege tax rates. Privilege tax laws were enacted at Moundsville 
and Richmond. Clarksburg repealed its Wholesale and Retail Store 








License Law and enacted a business and occupation tax. 





THE TAXABILITY OF PRIZE|V 


THE ROSS ESSAY REVERSAL 
NEWSPAPER—RADIO 
PRIZES 


REDISCUSSION of the principles 
underlying leading prize-contest cases 
is warranted by the issuance of I. T. 3960 
on July 21, 1949. This rulinz, which states 
that winners of the Ross Essay prize for 
1949 and future years will be held to have 
received taxable income, expresses the in- 
tention of the Bureau not to follow the deci- 
sion in McDermott v. Commissioner} here- 
after referred to as the Ross Essay case. 


Erskine M. Ross, a retired federal judge, 
died in 1928, leaving a will containing the 
following clause: “Eleventh: I give, devise 
and bequeath out of my estate to the Ameri- 
can Bar Association, the sum of $100,000.00 
to be by it safely invested, the annual in- 
come of which [is] to be offered and paid 
as a prize for the best discussion of a sub- 
ject to be by it suggested for discussion at 
its preceding annual meeting.” 


In 1939 a professor of law at Duke Uni- 
versity submitted the best essay, and was 
awarded the sum of $3,000. The lower 
court” held this prize to be income. How- 
ever, the Court of Appeals for the District 
of Columbia, reversing the lower court, held 
the prize money to be a gift and nontaxable. 
In arriving at its decision, the court based 
its determination principally upon three facts: 


(1) The benefit to the petitioner and the 
community: “This among other things dis- 
tinguishes the Ross prize from puzzles, 
guessing contests, and publishers contests.” 

{2) The petitioner’s hope for prestige 
rather than money: “It is safe to say that 
the dominant motive of a normal contestant 
for this prize is not a hope for immediate 
financial gain. He does not regard himself 


1 [45-1 ustc { 9340] 150 F. (2d) 585 (1945). 
* [CCH Dec. 13, 951] 3 TC 929. 
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By BEVERLY |D. 


as exchanging his services or his product for 
money. To one whose life is devoted to 
scholarship and whose position is affected 
by his scholarly output, the publication of 
an outstanding essay is its own reward and 
may lead to other rewards both tangible and 
intangible.” : 
(3) The public policy of encouraging 
scholarly work: “Finally, requesting winners 
of scholarship awards to pay taxes on them 
would conflict with the wise and settled 
policy of encouraging scholarly work.” 


While sitting at home on the evening of 
March 12, 1941, Pauline C. Washburn re- 
ceived the following telephone message: 
“Congratulations, Mrs. Washburn. You 
have won the ‘Pot O’ Gold’. Within one- 
half hour you will receive $900.” Mrs. Wash- 
burn received the money, but declined to 
appear on the program, gave no testimonial, 
never bought or used the sponsor’s product 
and had not been listening to her radio at 
the time she was called. Nor had she sent 
her name or telephone number to the pro- 
gram; it was selected, by the chance spin- 
ning of a wheel, from among thirty million 
other telephone numbers. The Tax Court, 
basing its findings on the fact that the peti- 
tioner had done nothing whatsoever to earn 
the money, found this prize of $900 to be 
a gift, and not subject to federal income taxes.* 


A contest conducted by a newspaper re- 
quired the participants to identify a series 
of pictures representing various cities, the 
pictures being published daily for a period 
of ninety days. The entire amount received 
by the winner was held “taxable to her as 
income, since it was paid in consideration of 


3 Pauline C. Washburn [CCH Dec. 14,900], 5 TC 
1333 (1945). 
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her compliance with conditions under the 
terms of which she aided the newspaper in 
its scheme of advertising.” * 


Another ruling*® held that, where a res- 
taurant gave numbered tickets to its cus- 
tomers and awarded an automobile every 
six months to the holder of the winning 
ticket, the car represented taxable income 
to the winner. 


The taxability of a prize is determined 
by Sections 22(a) (definition of income) and 
22(b)(3) (exclusion of gifts from income) 
of the Internal Revenue Code. If the prize 
or award is compensation for personal serv- 
ices, it is taxable; if it is a gift, it is exempt. 
In discussing the applicability of this rule 
to prize cases, it will be convenient to divide 
the cases into four categories, only two of 
which present any special problem. 


The Ross Essay case falls into the classifi- 
cation of cases in which both donative intent 
and consideration are present. This category 
includes those cases where a “gift” is made 
by a donor to a recipient who has performed 
personal services to qualify for the “gift.” 
From the viewpoint of the donor, who re- 
ceives no legal benefit, the money is a gift, 
made with full donative intent, and there- 
fore.should fall under Section 22(b)(3) and 
be excluded from the winner’s income. 
However, the winner has actually performed 
personal services—in the instant case, the 
writing of an essay—specifically for the 
purpose of winning the award. The money 
is, therefore, earned income, taxable under 
Section 22(a). Thus, it seems that the prize 
may be held taxable or nontaxable, depend- 





41, T. 1651, II-1 CB 54 (1923). 
51. T. 1667, II-1 CB 83 (1923). 
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West Point Cadet Ralph Stephenson and 
his fiancée, June McFarland, came up with 
the right answers just as the Federal Com- 
munications Commission announced a ban 
on radio giveaway shows. The couple, who 
won $4,610 in cash on “Break the Bank” 
on August 19, invited radio listeners to their 
wedding at the Cadet Chapel next June. 


ing upon whether it is viewed from the 
standpoint of the donor or from that of the 
recipient. 


The Ross Essay case does not resolve this 
conflict. The decision holding the prize 
nontaxable was based primarily on the fact 
that the award encouraged scholarly work, 
benefited the community and gave prestige 
as well as money to the winner. However, 
even a casual analysis should make it appar- 
ent that income earned through work which 
benefits the community has never been tax 
exempt. Nor does the encouragement of 
scholastic efforts render income tax free, a 
fact to which many eminent authors and 
educators will testify. Similarly, one who 
embarks on an endeavor primarily because 
of the honor it will bring him is not, for that 
reason, excused from the payment of taxes. 
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While the Ross Essay contest winner un- 
doubtedly receives much prestige, he also 
receives money. His subjective evaluation 
of whether the money or the prestige is of 
primary importance should have no weight 
in the determination of whether this money 
constitutes income. If income is earned by 
the performance of an act, the actor’s motive 
for such performance is irrelevant; his in- 
come is taxable. 


In determining whether a prize is exempt 
as a gift or taxable as earnings, it would 
seem more reasonable to examine the nature 
of the winnings from the viewpoint of the 
prospective taxpayer. If he performed serv- 
ices for the prize, is this not income within 
the meaning of Section 22(a), irrespective 
of the donative intent of the donor?* Ex- 
amination of the intention of the donor 
unnecessarily beclouds the issue and leaves 
the status of the prize winner hopelessly 
confused. To date, the scarcity of prize 
cases on record" leaves the judicial inter- 
pretation unsettled. It is the authors’ opin- 
ion that the question of donative intent is 
immaterial, and that the case should rest on 
the basis of whether or not the award was 
made for services rendered. The recent 
I. T. 3960, dissenting from the decision in 
the Ross Essay case, would seem to confirm 
this opinion. 


In the second category of cases donative 
intent is present but consideration is not. 
This type of prize case concerns the pure 
gift, and ordinarily involves no problem. 
The donor intends to make a gift, and the 
donee performs no services. However, men- 





*The Supreme Court, in Helvering v. Ameri- 
can Dental Company [43-1 ustc ] 9318], 318 U. S. 
322 (1943), held that the forgiveness of an in- 
debtedness constituted a gift, irrespective of do- 
native intent, since it was the ‘‘receipt of finan- 
cial advantages gratuitously.”’ 

7 A discussion of other than prize cases is not 
pertinent here. However, for a list of cases dis- 
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tion of certain cases falling under this head- 
ing may be pertinent. The Nobel prizes, as 
well as most scholastic scholarships, etc., 
are gifts, and differ from the Ross Essay 


award in this important aspect: the work 
is not done in anticipation of winning the 
prize, and may, indeed, be done without any 
knowledge that such awards are made. The 
activities for which the prizes are given 
would have been conducted even had there 
been no award. 


The Washburn case belongs in the third 
category, in which there is neither donative 
intent nor consideration. This case pre- 
sented a problem precisely opposite to that 
of the Ross Essay case. Here the recipient 
performed no services,* yet the donor was 
not governed by nonprofit or unselfish mo- 
tives. He gave the prize in furtherance of 
a scheme to advertise his product, and ex- 
pected to derive profit and benefit thereby. 
Nevertheless, the court held the prize to be 
a nontaxable gift, and this decision seems 
sound. Donative intent is unimportant; the 
salient point is the gratuitous receipt of 
benefits by the recipient. 


Into the fourth category, comprised of 
cases in which there is consideration but no 
donative intent, fall the majority of prize 
cases, such as radio quiz shows, newspaper 
and puzzle contests, lotteries, etc. I. T. 
1651 and I. T. 1667 discuss the typical prize 
case situation. In neither of these instances 
is there an intention of the donor to make a 
gift, and in each the recipient has performed 
services or given consideration. The win- 
nings clearly constitute income, and are 
therefore taxable. [The End} 


cussing donative intent in employer-employee 
relationships, see the footnotes in Seymour S. 
Mintz, ‘*‘ ‘Pot O’ Gold’ in the Tax Court,’’ TAXES 





—The Tax Magazine, October, 1946, p. 940. 

8’ The court apparently held that picking up 
and answering the telephone were not a suffi- 
cient legal detriment to constitute consideration. 


BEVERLY D. LOURD 
TA XES—The Tax Magazine 






















USE OF BAD DEBT RESERVES 


by Installment Dealers 


By J. M. MERO 


THE INSTALLMENT BASIS OCCUPIES A PLACE IN BETWEEN THE 
STRAIGHT ACCRUAL BASIS AND THE CASH RECEIPTS AND DIS- 


Anes holding for twenty-two years that 
dealers in personal property who report 
income on the installment basis (under Sec- 
tion 44 of the Internal Revenue Code) may 
not use the reserve method of accounting 
for bad debts, the Commissioner modified 
his position in June, 1949. Developmerits 
in the case law over that span of time had 
clearly pointed to the propriety of permit- 
ting the use of bad debts reserves by install- 
ment dealers, and the Commissioner now 
has announced his adoption of this permis- 
sive practice. 

In the following discussion of the treat- 
ment of bad debts under the installment 
basis, a knowledge of the handling of “un- 
realized gross profit” has been assumed. 
(See J. M. Mero, “Unrealized Gross Profit 
of Installment Dealers,” TAxes—The Tax 
Magazine, June, 1949, page 521.) 


In 1927, the Commissioner promulgated 
I. T. 2365, VI-1 CB 69, which ruled that 
the use of a reserve for bad debts was not 
permissible by a dealer in personal prop- 
erty on the installment plan who reported 
profits applicable to installment sales in ac- 
cordance with the installment basis of ac- 
counting. This ruling was founded on the 
theory that since the amount for which a 
deduction would be claimed under the re- 
serve method had itself never been included 
in income under the installment basis, no 
deduction should be permitted. However, 
the theory ignored the fact that a substan- 
tial portion of the installment receivables 
represents the dealer’s unrecovered cost of 
goods sold. 






Bad Debt Reserves 


BURSEMENT BASIS—THAT’S WHY SPECIAL RULES ARE NECESSARY 


Such installment dealers were confined, 
therefore, to the deduction of bad debts 
which became worthless during the taxable 
year. In 1921, in O. D. 792, 4 CB 86, it was 
held that the amount to be deducted from 
gross income as a bad debt, in cases of sales 
of personal property on the installment 
plan in which the unpaid installment obliga- 
tions of the purchaser become worthless and 
the property is not recovered by the vendor, 
is such proportion of the defaulted payments 
as represents the capital investment, that is, 
the unrecovered cost of the goods sold, and 
that this amount must be deducted for the 
year in which the default occurs. -Under 
Section 44(d) of the Code, if the property 
is recovered or repossessed, the unrecovered 
cost of the goods originally sold is to be 
reduced by the fair market value thereof 
when repossessed (with adjustment for any 
fees or costs incurred or realized incidental 
to the repossession). 


Wilbur Glenn Voliva Case 


The only adjudicated. case on the issue 
of the deductibility of a bad debts reserve 
by an installment basis taxpayer appears 
to be Wilbur Glenn Voliva v. Commissioner 
[1 ustc 7 448], 36 F. (2d) 212 (1929), 
aff'g [CCH Dec. 3581] 10 BTA 911. In 
this case, it was stipulated that whereas the 
taxpayer, under the installment basis of ac- 
counting for his sales contracts, had de- 
ducted unrealized gross profit from gross 
income, no adjustment had been made for 


The author is vice-president and comptroller of Sachs Quality Stores, Inc. New York City 
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unrealized gross profit with respect to the 
addition to the reserve for bad debts. 


The opinion of the Board of Tax Appeals 
laid great stress on What it evidently con- 
sidered to be imperfections in the stipula- 
tion. The opinion stated: “. . . since, so 
far as we know, the total contract price was 
all profit and each payment therefore all 
profit, we hold that the reserve was not a 
proper deductions . . .. regardless of what he 
might be entitled to deduct if his method 
had been sufficiently proven, nevertheless, 
under the evidence, we are unable to say 
that the action of the Commissioner was 
erroneous.” To establish completely that 
the presentation of the taxpayer’s case was 
not sufficiently comprehensive, the Board also 
said: “It is not necessary in this case to 
decide and we do not decide whether in 
general an addition to a reserve may ever 
or never be deducted from income reported 
on the basis of installment sales.” 


On appeal, the Seventh Circuit Court af- 
firmed, stating: “The income side of the 
report did not include the unearned por- 
tion of leasehold sales which appellant 
sought to offset by this $35,000 item. Ob- 
viously it would be unfair to allow as a 
deduction an item that had not found its 
way into the income sheet. If the amount 
for which a deduction in the way of reserve 
for bad debts is claimed has itself never 
been included in the receipts (and we are 
here speaking of installment sales) it should 
not be permitted as a deduction.” 


As is evident from the foregoing excerpts, 
the judicial opinions in the Voliva case con- 
tain specific indications that the taxpayer 
erred in contending for a bad debts reserve 
addition based upon the full amount of the 
unpaid installments, without deduction of 
the unrealized gross profit element contained 
therein, but might have prevailed if he had 
made such an adjustment. 


Cash Basis Taxpayers 


The Board of Tax Appeals consistently held 
over a long period of years that taxpayers 
who report on the cash receipts and dis- 
bursements basis are nevertheless entitled 
to the use of the reserve method of deduct- 
ing for bad debts, provided that the reserve 
is against loss of capital only and contains 
no element of profit which has never been 
reported. 

In First National Bank of Omaha [CCH 
Dec. 5590], 17 BTA 1358 (1929), the Board 
said with respect to this cash basis taxpayer: 
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“Tf the petitioner is entitled to deduct from 
gross income, under its system of bookkeep- 
ing and reporting, bad debts charged off, 
it is entitled to the benefits of Section 
234(a)(5) of the Revenue Act of 1921 with 
respect to the setting up of a reserve for 
bad debts and deducting from income the 
addition made thereto each year.” Although 
the Board’s order in this case was vacated 
in part by the Eighth Circuit (see discussion 
below), the above-quoted statement was not 
disturbed. 


In Estate of Maurice S. Saltstein [CCH 
Dec. 12,469], 46 BTA 774 (1942), bad debt 
deductions by the reserve method were 
allowed in the case of a taxpayer keeping its 
accounts and filing its returns on the cash 
receipts and disbursements basis, to the ex- 
tent of the capital portion of worthless small 
loan accounts. In this case, the Board said: 
“Section 23(k) of the Revenue Act of 1936, 
which permits the deduction of a reserve 
for bad debts, draws no distinction between 
taxpayers on the accrual basis and those on 
the cash basis. Nor has the Commissioner 
issued any regulations denying taxpayers 
on the cash basis the right to use the reserve 
method.” The Board went on to say that 
it saw no reason for departing from its 
view, as quoted above, expressed in the First 
National Bank of Omaha case. 


On December 8, 1947, the Commissioner 
issued Mim. 6209, 1947-2 CB 26, which, quot- 
ing from the Saltstein case, ruled that banks 
on the cash basis could use the reserve 
method of deducting for bad debts and pre- 
scribed special rules for the proper measure 
of such a reserve and the amounts to be 
allowed as deductions in connection there- 
with. On the same day, T. D. 5594, 1947- 
2 CB 25, was promulgated; it granted an 
extension to March 15, 1948, for calendar 
year 1947 taxpayers to apply for permission 
to change to the reserve method of treating 
bad debts. Ordinarily, such an application 
must be made at least thirty days prior to 
the close of the vear for which the change 
is to be effective. 


I. T. 3957 


The developments outlined placed the 
Commissioner in the position of permitting 
the use of the reserve method of deducting 
for bad debts by both accrual basis and 
cash basis taxpayers (in the latter case, only 
to the extent of the capital investment), but 
denying the use of the reserve method to 
installment basis taxpayers. Such a position 
was not tenable because the installment 
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basis occupies a place in between the 
straight accrual basis and the cash receipts 
and disbursements basis; it is a hybrid 
method, which employs the cash basis for 
reporting gross profit from installment sales 
but uses the accrual basis in accounting for 
all other items of income and deductions. 


The Commissioner has now rectified this 
inequity to installment basis taxpayers by 
promulgating I. T. 3957, which appeared in 
the Internal Revenue Bulletin of June 27, 
1949. I. T. 3957 modifies I. T. 2365 to per- 
mit taxpayers who report income from install- 
ment sales of personal property on the in- 
stallment basis in accordance with Section 
44(a) of the Code to adopt the reserve 
method of accounting for bad debt losses 
from installment accounts and to deduct a 
reasonable addition to the reserve account 
during the taxable year. 


However, the installment basis taxpayer’s 
additions to the reserve for bad debts must 
be adjusted for the unrealized gross profit 
element which is inherent in the installment 
basis of accounting, so that the net effective 
deduction taken on the tax return is con- 
fined to the capital investment (that is, the 
unrecovered cost of goods sold), with all 
element of unreported gross profit removed. 


I. T. 3957 states that if a taxpayer has 
both installment receivables and noninstall- 
ment receivables (such as charge accounts), 
the taxpayer may elect to use the reserve 
method of accounting for bad debts for (a) 
only the installment accounts, (b) only the 
noninstallment accounts or (c) both types 
of accounts. However, if the taxpayer 
elects option (c), two separate reserves for 
bad debts must be accurately maintained, 
one reserve relating to the installment ac- 
counts and the other reserve relating to the 
noninstallment accounts. 


An installment basis taxpayer who has 
been deducting for specific bad debts (aris- 
ing from installment accounts) which be- 
come worthless within the taxable year may 
adopt the reserve method of accounting for 
bad debts relating to such installment ac- 
counts, provided that permission to do so 
is obtained in accordance with Section 
29.23(k)-1(a) of Regulations 111. That Sec- 
tion states that permission to change the 
method of treating bad debts must be ob- 
tained from the Commissioner, and that ap- 
plication for such permission shall be made 
at least thirty days prior to the close of the 
taxable year for which the change is to 
be effective. Once such permission has been 
granted and the reserve method has been 
adopted, it must be used in subsequent years 
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unless new permission is secured to change 
back to the method of deducting specitic 
bad debt items. (The subsequent permis- 
sion for a change-back presumably would 
be contingent upon the taxpayer’s returning 
as income any balance in its reserve for bad 
debts at the beginning of the year of 
change-back.) 


A dealer using the reserve method of 
treating bad debts arising from installment 
accounts will be required to make a state- 
ment in its tax return showing (a) the vol- 
ume of installment sales for the taxable 
year and the percentage which the reserve 
for bad debts bears thereto, (b) the total’ 
amount of installment receivables outstand- 
ing at the beginning and the close of the 
taxable year and (c) the total amount of 
installment accounts which became wholly 
or partially worthless and were charged off to 
the reserve for bad debts during the taxable 
year. An installment basis taxpayer filing 
a first return of income may select (subject 
to the Commissioner’s approval upon exam- 
ination of the return) the reserve method 
of accounting for bad debts under one of 
the three above-mentioned optional pro- 
cedures. 


Change-over to Reserve Method 


Although a taxpayer may not deduct for 
bad debts under both the reserve method 
and the specific bad debt method in the 
same taxable year, it is well settled that 
where specific accounts become worthless 
during the taxable year, the amount thereof 
may be included in full in arriving at the 
amount of the addition to the reserve for 
bad debts, and that the aggregate addition 
will be deductible, provided that the bad 
debts reserve (after deduction of the spe- 
cific worthless accounts charged thereto) is 
reasonable in amount as of the close of the 
taxable year. (Rhode Island Hospital Trust 
Company v. Commissioner [1929 CCH 
D-9007], 29 F. (2d) 339 (CCA-1), vacating 
and remanding [CCH Dec. 2897] 8 BTA 
555; First National Bank of Omaha v. Com- 
missioner [2 ustc 720], 49 F. (2d) 70 
(CCA-8), vacating and remanding (as to 
issue involving bad debt deduction) BTA, 
supra; Abraham Sultan et al. [CCH Dec. 
6818], 22 BTA 889 (Acq. X-2 CB 68); 
Houston Chronicle Publishing Company [CCH 
Dec. 14,101], 3 TC 1233; William Purvin 
{CCH Dec. 14,917], 6 TC 21 (Acq. 1946-1 
CB 4).) 


Therefore, it can be stated that in the 
year in which the installment basis taxpayer 
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adopts the reserve method of deducting for 
bad debts arising from installment accounts, 
its aggregate effective deduction will com- 
prise: 


(A)—the amount of a bad debts reserve 
which would be reasonable for the particular 
taxpayer at the close of the taxable year, 
these factors being taken into consideration: 
(i) the capital portion of its installment re- 
ceivables at the year end; (ii) the condition 
of such receivables with respect to collecti- 
bility, with due regard to the number of 
months which have elapsed since the date 
of last payment with respect to each install- 
ment account; (iii) the taxpayer’s prior ex- 
perience with respect to worthless install- 
ment accounts; and (iv) business conditions 
both in general and in the taxpayer’s own 
branch of trade. 


Plus (B)—the amount of umnrecovered 
cost of goods sold contained in specific in- 
stallment accounts which became worthless 
during the taxable year 


Minus (C)—recoveries during the taxable 
year on bad debts which had been pre- 
viously charged off. 


In an early case under the reserve method, 
the question arose as to whether a taxpayer 
who adopted such method was to be denied 
deduction, in the year of change-over and 
years subsequent thereto, for bad debts 
arising from sales made prior to the year 
of change-over (in years when the taxpayer 
had used the specific bad debt method). This 
particular issue was clearly resolved in 
favor of the taxpayer in First National Bank 
of Omaha v. Commissioner, supra. 


Accounting Treatments 


The various accounting treatments for bad 
debts under the installment basis, which 
are presented below, all recognize that in- 
stallment basis taxpayers are confined to a 
net deduction for bad debts which must 
relate only to the capital portion of the 
worthless installment accounts. Under no 
circumstances may the deduction include the 
unrealized gross profit element since, under 
the installment basis, such gross profit has 
not been reported as income. 


Treatment S(1).—Under the specific bad 
debt method, the journal entries for charg- 
ing off worthless accounts are as follows: 


(a) To write off a worthless account: 


DR. Deduction for bad debts (for unre- 
covered cost of goods sold) 
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DR. reserve for unrealized gross profit 
(for unreported gross profit element) 
CR. Accounts receivable (for debt- 

or’s unpaid balance) 


(b) To write off a loss from a worthless 
account in connection with which there was 
a merchandise repossession: 


DR. Inventory (for fair market value of 
repossessed merchandise) 


Deduction for bad debts (for excess 
of (i) unmrecovered cost of goods 
sold over (ii) fair market value of 
repossessed merchandise) 
Reserve for unrealized gross profit 
(for unreported gross profit element) 
CR. Accounts receivable. (for debt- 
or’s unpaid balance) 


DR. 


DR. 


Treatment S(2).—As a practical conven- 
ience, installment basis taxpayers usually 
keep their accounts on the accrual basis and 
make the conversion to the installment basis 
by means of an “unrealized gross profit” ac- 
count. (See Mero, op. cit.) Under that pro- 
cedure, the proper net deduction under the 
specific bad debt method of accounting for 
worthless accounts is obtained when (a) 
the full amount of the uncollectible install- 
ment accounts is charged off as a deduction 
for bad debts with an offsetting credit to 
accounts receivable, and (b) the resulting 
reduction in installment receivables de- 
creases the unrealized gross profit at the 
end of the taxable year and thereby causes 
the unrealized gross profit element con- 
tained in the uncollectible accounts charged 
off to be included in gross profit realized for 
the taxable year. The inclusion of factor (a) 
as a deduction and factor (b) in gross profit 
automatically results in a net deduction on 
the tax return of only the element of un- 
recovered cost of goods sdld which was 
contained in the bad debts charged off. In 
Lenox Clothes Shops, Inc. [CCH Dec. 12,225], 
45 BTA 1122, the taxpayer had -followed 
this short-cut procedure, which was allowed 
by the Board; this case was appealed in 
the Sixth Circuit ([43-2 ustc J 9665] 139 F. 
(2d) 56), but the bad debts issue was not 
involved in the appeal. 


Treatment R(1)—Under the reserve method 
of accounting for bad debts, the journal en- 
tries are as follows: 


(a) To provide a reasonable addition to 
reserve for bad debts (the reasonableness of 
the reserve at the year end is to be deter- 
mined in relation to the capital portion of 
the installment receivables): 

DR. Deduction for bad debts 

CR. Reserve for bad debts 





















(b) To write off a worthless account: 


DR. Reserve for bad debts (for unrecov- 
ered cost of goods sold) 
DR. Reserve for unrealized gross profit 
(for unreported gross profit element) 
CR. Accounts receivable (for debt- 
or’s unpaid balance) 


In arriving at the unreported gross profit 
element in this entry and in journal entry 
(c) below, the percentage to be applied to 
the account being written off would be the 
percentage of gross profit realized in the 
year of sale in which the worthless account 
had its origin. 


(c) To write off a loss from a worthless 
account in connection with which there was 
a merchandise repossession: 


DR. Inventory (for fair market value of 
repossessed merchandise) 


DR. Reserve for bad debts (for excess 
of (i) umnrecovered cost of goods 
sold, over (ii) fair market value of 
repossessed merchandise) 


DR. Reserve for unrealized gross profit 
(for unreported gross profit element) 
CR. Accounts receivable (for débt- 
or’s unpaid balance) 






Treatment R(2).—This treatment is the 
equivalent, under the reserve method of 
deducting for bad debts, of the short-cut 
procedure allowed by the Board of Tax Ap- 
peals in Lenox Clothes Shops, Inc., supra. Its 
use would permit the reserve for bad debts 
to be stated on a basis which would be more 
meaningful when compared with the install- 
ment accounts receivable as shown on the 
balance sheet. This simplified treatment 
would involve the following steps: 


(a) To provide a reasonable addition to 
the reserve for bad debts, the installment 
dealer would charge the deduction for bad 
debts and credit the reserve for bad debts, 
for an amount which would be related to the 
installment receivables without any adjust- 
ment for the unrealized gross profit element 
contained therein. 


(b) The full amount of the uncollectible 
installment accounts would be charged off 
to the reserve for bad debts with an off- 
setting credit to accounts receivable. 


(c) The reserve for bad debts would be 
treated as a deduction from installment ac- 
counts receivable in the computation of un- 
realized gross profit at the close of the 
taxable year, in accordance with the follow- 
ing example: 

















Installment Percentage of Unrealized 
Accounts Receivable Gross Gross Profit 
Year of Sale December 31, 1949 Profit December 31, 1949 
Re eee $ 10,000 40 % $ 4,000 
See ities 50,000 42 21,000 
ON a Ne a ay i = 100,000 41 41,000 
ES ateacal onsite wis lhites 540,000 43 232,200 


Rt iat adele ode 1,300,000 





a $2,000,Q00 
Less: reserve for bad debts .. 200,000 








ee RS oe eee $1,800,000 


507,000 


40.26% $805,200 
40.26 80,520 





40.26% $724,680 


Nore: Under treatment R(1), the above specimen computation of unrealized gross 


From the foregoing tabulation, it can be 
seen that any addition to the reserve for bad 
debts will correspondingly (and in the same 
amount) reduce the “net total” of the in- 
stallment receivables. This will produce a 
reduction in the “net total” unrealized gross 
profit, and any such reduction in unrealized 
gross profit automatically causes an increase 
(in the same sum) in the amount of “real- 
ized” gross profit which must be reported 
as income for the taxable year involved. 
The result of this short-cut procedure under 
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profit would end at the “gross total” line; the last two lines would be omitted. 


the reserve method is to produce a net effec- 
tive deduction which is properly related to 
the capital portion of the installment receiv- 
ables. 

For any given taxable year, treatments 
R(1) and R(2) will each result in exactly 
the same amount of taxable income. If the 
short-cut procedure, of which treatment 
R(2) is a part, is used, it may be advisable 
for tax purposes to state both the bad debts 
reserve and the deduction for bad debts with 
the element of unrealized gross profit re- 
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moved, as under treatment R(1). However, 
because the accounting entries necessary to 
accomplish this conversion are somewhat 
complex, they have been omitted from this 
article. 


Treatment of Bad Debt Recoveries 


According to I. T. 1825, II-2 CB 144, 
issued in 1923, a taxpayer who is granted 
permission to change from the specific bad 
debt method to the reserve method should 
treat bad debt recoveries as follows: (a) 
recoveries on accounts which were charged 
off as specific bad debts prior to the year 
of change-over should be reported as income 
for the year in which received, and (b) re- 
coveries on worthless accounts which were 








charged to the reserve for bad debts in the 
year of change-over and subsequent years 
should be credited to the reserve in the 
year in which received. 


However, this ruling can be considered 
as superseded by the Tax Court’s holding 
(and the Commissioner’s acquiescence there- 
with) that bad debt recoveries of a taxpayer 
using the reserve method may properly be 
accounted for either by reporting them as 
income or by crediting them to the reserve 
for bad debts, provided that the treatment 
chosen is regularly and consistently fol- 
lowed. (J. F. Johnson Lumber Company 
[CCH Dec. 14,053], 3 TC 1160 (Acq. 1945 
CB 4); Ohio Loan & Discount Company 
[CCH Dec. 13,922], 3 TC 849 (Acq. 1944 
CB 21).) [The End} 











SUMMARY OF CITY GOVERNMENT FINANCES IN 1948 


The nation’s 397 largest cities spent more than four billion dollars for govern- 







mental purposes in 1948, as against $3.5 billion the previous year and less than $3 
billion in 1946, the Department of Commerce reports in its 1948 Summary of City 


Government Finances. 


General revenue also reached a new high in 1948, while 


extensive municipal borrowing brought the gross debt of these cities back up to 


$7.5 billion, its highest level since 1943. 


A comparison of 1948 totals of income and outgo, for the 397 cities having 


1940 populations over 25,000, shows that: 


(1) general revenue was less than 


general expenditure by $298 million, or 7.4 per cent; (2) general revenue was 
substantially equal to general expenditure less provisions for debt retirement; 
(3) general revenue and borrowings totaled more than expenditure by $152 


millions, or 3.7 per cent. 


These differences reflect for 1947-1948 a greater increase in expenditure than 


in revenue and a material rise in general borrowings. 
data for both years are as follows (amounts in millions): 


Classification 





General borrowings 

Total general revenue . 

Total general expenditure 
Provision for debt retirement 


retirement 


‘Total general revenue and borrowings 


General expenditure less provision for 


During each of the five years, 1942 through 1946, there was substantial 


Comparative aggregate 








$4,200 $3,630 
450 324 
3,750 3,306 
| . 4,048 | 3,494 
289 | 253 
| 


debt | 


equality between the total for these cities of general revenue and general ex- 
penditure—the latter including around $300 million annually to provide for debt 


retirement. 
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ALIMONY 


As an Income Tax Deduction 






By SAMUEL S. STARR - - - Counsellor at Law, Newark, New Jersey 


SINCE THE 1942 AMENDMENT TWO PREVALENT SOCIAL PROBLEMS— 
DIVORCE AND SEPARATION—HAVE ASSUMED TAX IMPORTANCE. THE 
AUTHOR REVIEWS TAX DECISIONS EVERY LAWYER SHOULD KNOW 









7s QUESTION of whether or not Section 22 (k): “In the case of a wife 

alimony payments made by a husband who is divorced or legally separated under 
are deductible by him on his individual a decree of divorce or of separate main- 
income tax return and, conversely, taxable tenance, periodic payments (whether or not 
to_ his former wife appears, on its face, made at regular intervals) received subse- 
a fairly simple one. , quent to such decree in discharge of, or 
attributable to property transferred (in trust 









The statute, unlike so many other provisions 
of the tax laws, is couched in language rela- oy otherwise) in discharge of, a legal 
oe lade hes wget ep roca obligation which, because of the marital or 
Shas ‘sath: saamnnaeiie oak poser family relationship, is imposed upon or in- 
tively simple sections of the tax statutes curred by apece husband wader such decree 
are capable of different constructions and band under a written instrument incident to 
interpretations. such divorce or separation shall be includi- 

The allowance of alimony as a deduction ity a ingen enn” « sah wife, ren 
to the nebiie Sbbdnd sed Bs texalllits to such amounts received as are attributable 
the wife are novel provisions in the system +e property so transferred shall not be in- 
ok Vetnne ton, Cell ht toe wee Gael cludible in the gross income of the husband. 
by the Revenue Act of 1942, a husband’s This subsection shall not apply to that 
payments to his wife during marriage and ‘Part of any such periodic payment which 
after divorce were, in general, neither de- the terms of the decree or written instru- 
ductible by him nor taxable to the wife. ment fix, in terms of an amount of money 

The applicable law was incorporated into OF 4 portion of the payment, as a sum 
the Internal Revenue Code as Sections Which is payable for the support of minor 
22 (k) and 23 (u). These apply to years children of such husband. In case any such 
beginning after 1941. The requirement under periodic payment is less than the amount 
Section 22 (k) that certain alimony or — specified in the decree or written instru- 
separate maintenance payments received by ment, for the purpose of applying the pre- 
the wife be included in her taxable income ceding sentence, such payment, to the extent 
applies to all payments received in 1942 of such sum payable for such support, shall 
and later years, regardless of the date of he considered a payment for such support. 
ine etecance “Section 22 (k) requires the istallment payments discharging a part 
wife to include as ordinary taxable income * o atiquinn the geanaaee — - en 
certain periodic alimony or separate main- 'S ™ terms of money or property, specified 
tenance payments, while the companion Sec- in the decree or instrument shall not be 
tion 22 (u) permits the husband, ipso facto, considered periodic payments for the pur- 
to deduct such payments. The two sec- poses of this subsection; except that an 
tions follow: : installment payment shall be considered a 
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periodic payment for the purposes of this 
subsection if such principal sum, by the 
terms of the decree or instrument, may be 
or is to be paid within a period ending 
more than 10 years from the date of such 
decree or instrument, but only to the ex- 
tent that such installment payment for the 
taxable year of the wife (or if more than 
one such installment payment for such tax- 
able year is received during such taxable 
year, the aggregate of such installment pay- 
ments) does not exceed 10 per centum of 
such principal sum. For the purposes of 
the preceding sentence, the portion of a pay- 
ment of the principal sum which is allocable 
to a period after the taxable year of the 
wife in which it is received shall be con- 
sidered an installment payment for the tax- 
able year in which it is received. (In cases 
where such periodic payments are attribut- 
able to property of an estate or property 
held in trust, see section 171 (b).)” 


Section 23 (u): “In the case of a husband 
described in section 22 (k), amounts in- 
cludible under section 22 (k) in the gross 
income of his wife, payment of which is 
made within the husband’s taxable year 
[are allowed as deductions]. If the amount 
of any such payment is, under section 22 (k) 
or section 171, stated to be not includible 
in such husband’s gross income, no deduc- 
tion shall be allowed with respect to such 
payment under this subsection.” 

In order, therefore, that these payments 
shall be deductible by the husband and 
taxable to the wife, certain conditions must 
prevail. With the excess “foliage” trimmed, 


they are, briefly, as follows: , 


(t) The parties must be divorced or legally 
separated under a decree of divorce or of 
separate maintenance. 

(2) The alimony payments must be made 
after the decree. 

(3) The 
periodic. 


alimony payments must. be 

(4) The payments must be in discharge 
solely of alimony. 

(5) The requirement of paying alimony 
must be made specifically by the divorce 
decree or by a written instrument incident 
to the divorce or separation. 


While these sections of the Internal 
Revenue Code are comparatively new, the 
decisions are already numerous. The courts 
have painted-a picture which should now 
enable most alimony questions to be re- 
solved satisfactorily to comply with the 
applicable Code provisions. 
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Post-Decree Payments 


A decree of divorce or of separate main- 
tenance, or in lieu thereof an agreement 
incident to such a decree, must exist. The 
alimony payments must be made thereunder. 
Payments made prior to the decree are not 
deductible by the husband. Thus, payments 
under a voluntary separation agreement 
entered into between the parties are not so 
deductible. 


In Frank J. Kalchthaler [CCH Dec. 15,336], 
7 1 C 625, the husband had separated from 
his wife and failed to provide for her sup- 
port. She obtained a judgment of non- 
support against him, with an order for him 
to pay a weekly sum for her support and 
separate maintenance. The support order 
was not a decree of legal separation with 
separate maintenance. The wife was not 
legally separated from the husband. The 
court held that the petitioner-husband was 
not entitled to deduction under Code Sec- 
tion 23 (u) because the payments to his wife 
were not includible in her gross income 


under Section 22 (k). In the words of the 
court: 


_— the construction which must be 
placed upon section 22 (k) with respect 
to the question presented here is that it 
relates to periodic payments made under 
a decree of separate maintenance to a wife 
who is legally separated or divorced from 
her husband, but that it does not apply to 
a decree of separate maintenance made to 
a wife who is not legally separated or 
divorced. 


“An action for separate maintenance is 
not an action for legal separation, generally 
speaking. The object of the former is to 
compel a husband to provide support, and 
the decree of separate maintenance and/or 
support does not expressly authorize a wife 
to live apart from her husband. On the other 
hand, a decree of separation from bed and 
board authorizes a wife to live apart from 
her husband.” 


MacFadden Case 


Even where there has been entered a court 
decree which orders the husband to support 
his wife, or to make the payments required 
by a voluntary separation agreement with- 
out a legal separation or divorce, the pay- 
ments are neither deductible by the husband 
nor taxable to the wife. In Bernarr Mac- 
Fadden [CCH Dec. 16,302(M)], 7 TCM 147, 


the taxpayer and his wife, while residents of 
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the State of New Jersey, entered into a 
separation agreement. In 1933, the wife 
sued in the Chancery Court of New Jersey 
to compel her husband specifically to per- 
form the agreement by payments of monies 
then due thereunder. The court ordered 
the taxpayer to pay the amounts due under 
the agreement. The Tax Court held that 
such payments were not deductible under 
Code Sections 22 (k) and 23 (u) inasmuch 
as the proceeding in the New Jersey Chancery 
Court was not a “decree of divorce or 
separate maintenance,” and therefore the 
payments did not come within the strict 
terms of the statute. 


The petitioner contended that under the 
law of the State of New Jersey, he and his 
wife were legally separated by virtue of the 
original separation agreement, and that the 
subsequent decree of the Chancery Court 
which ordered payments to. be made in 
compliance with the agreement caused these 
subsequent payments to be in “discharge of 
a legal obligation which because of the 
martial or family relationship was imposed 
upon or incurred” by the petitioner under 
such decree. 


The Tax Court dismissed this conten- 
tion on, the theory that the New Jersey 
Court of Chancery, in ordering’ the. pay- 
ments to be made in compliance with the 
petitioner’s contract with his wife, had 
granted. neither’ a..decree of divorce :nor 
a decree ‘of separate mainteriance. The court 
further dismissed the petitioner’s contention 
that the law of the State of New Jersey, 
with reference to the legal status of volun- 
tary separations, makes this type of case 
an ‘exception to the general requirement 
that the separation must be as a result 
of ‘a divorce or a decree of separate main- 
tenance. The court said: 


“We can only say that in our opinion it 
is not within the power of local courts 
or local legislatures to defeat the adminis- 
tration’ of Federal taxation provisions by 
any: special law applicable to particular 


states. The Supreme Court of the United 
States in the recent case of Commissioner 
v. Tower [46-1 ustc J 9189], 327 U. S. 280 
says: ‘Michigan cannot by its decisions 
and laws governing questions over which it 
has final say, also decide issues of federal 
tax law and thus hamper the effective en- 
forcement of a valid federal tax levied against 
earned income.’ See also Helvering v. Clif- 
ford [40-1 ustc J 9265], 309 U. S. 331; Lucas 
v. Earl. (2 ustc J 496], 281 U. S. 111.” 


The United States Court of Appeals for 
the Second Circuit has dismissed and 


Alimony 


affirmed the MacFadden case without a 
written opinion. 


In the case of Harold S. Smith v. Com- 
missioner [48-1 ustc 79294], 168 F. (2d) 
446 (CCA-2), aff’g [CCH Dec. 16,190(M)] 
6 TCM 1323, it was held that even though 
under the state law (New York) con- 
tractual separation is the full equivalent 
and has the same legal effect as a separa- 
tion by court decree, payments under such 
a voluntary agreement are not covered by 
the statute and are therefore not deductible 
by the husband. 


Terrell Case 


In Alfred Terrell [CCH Dec. 16,570(M)], 
7 TCM 615 (1948), payments were made by 
the taxpayer-husband to his estranged wife 
under orders of a New York court in an 
action to enforce a voluntary separation 
agreement entered into between the parties. 
There was no “decree.” The payments by 
the husband were made as a result of judg- 
ments or orders of a competent court for 
support money in actions brought to enforce 
the voluntary separation agreement. The 
Tax Court held that no deduction was allow- 
able to the husband on the ground that 
the payments were not made as a result of 
a decree. The court stated: 


“In sum the legislation regards that the 
payments be made ‘under’, ‘subsequent to’ 
and ‘in discharge of’ a decree of separation. 
There never was such a decree in this case, 
as petitioner very fairly agrees when he 
says: ‘ petitioner was not divorced 
or separated from his wife under a decree 
of divorce, or of separate maintenance, within 
the conventional meaning of such decree.’ 
Even if such a decree is impossible of at- 
tainment in New York, but cf. Smith v. 
Commissioner, . . . ‘Congress . . . [was] 
persuaded . to limit the relief granted 
to those cases where a decree of legal sepa- 
ration had been obtained.’ Indeed, 
to give a separation agreement entered into 
in New York this special treatment would 
be to defeat the uniformity intended by the 
Act. Since, therefore, the taxpayer 
was not legally separated from his wife 
under a decree of separate main- 
tenance he is not entitled to a deduction 
for the payments made to his wife.” 


This case has been appealed to the United 
States Court of Appeals for the Seventh 
Circuit by the taxpayer. 


Frascone Case 


As recently as April 25, 1949, in Angelo 
Frascone [CCH Dec. 16,937(M)], 8 TCM 
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377, the Tax Court decided that an order 
by the Atlantic City Juvenile and Domestic 
Relations Court of New Jersey that a hus- 
band pay a weekly sum “for the support 
and maintenance of his said wife” is not 
sufficient to make the payments deductible. 
There was no divorce or legal separation 
involved. Nor does the court have juris- 
diction to grant a legal separation or divorce. 
Its function is only to prevent wives and 
children from becoming public charges by 


making husbands respect. their support 
obligations. 

Payments of alimony pendente lite are 
similarly treated. These payments are 


granted by the appropriate court during 
the pendency of a divorce or separation 
proceeding and, according to the Tax Court 
interpretation, are therefore paid prior to 
the actual decree of divorce or separation. 
(George D. Wick v. Commissioner, 161 F. 
(2d) 732 (CCA-3); aff’g [CCH Dec. 15,375] 
7 3G #22.) 


Daine Case 


In the case of Robert L. Daine [CCH Dec. 
15,886], 9 TC 47, the court held that ali- 
mony payments made by the husband to 
the wife by means of a retroactive divorce 
decree were not deductible by the husband. 
The husband and wife had separated, with 
the husband paying for her support. Four 
years after this separation, the wife brought 
suit and obtained a decree of separation. 
The state court made the decree retroactive 
to the time the parties had originally sepa- 
rated by agreement. The retroactive nature 
of the decree did not alter the fact that 
the payments made by the husband between 
the date of the original separation and the 
date of retroactive decree were not made 
after the decree of divorce or separation. 
This case was affirmed by the Second 
Circuit Court of Appeals on June 2, 1948 
([48-1 ustc J 9295] 168 F. (2d) 449) on the 
taxpayer’s appeal. The Circuit Court said: 

“Petitioner contends that sections 22 (k) 
and 23 (u) are to be liberally construed, 
and accordingly that valid agreements of 
separate maintenance should be accorded 
the same treatment as those which are in- 
cident to a judicial decree. But this is 
the argument which we rejected in Smith 
v. Commissioner. As we pointed out, 
the language of the sections is clear and 
definite. Under it a deduction may be al- 
lowed only where the payments are made 
under a decree of divorce or of separate 
maintenance. An obligation bottomed on 
an agreement alone is not sufficient. 
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Here ’ 





at the time of the payments the wife was 
not legally separated from her husband 
under a decree of separate maintenance, and 
the payments were not actually made sub- 
sequent to such decree. 


“Petitioner of course relies strongly upon 
that decree, saying that it, having been 
entered nunc pro tunc as of January 1, 1940, 
must be deemed to have been entered as 
of that date for all purposes. In support 
of this he makes the argument that the date 
of effectiveness of such a decree is for all 
legal purposes the same as though it had 
been entered originally at the time the event 
it records actually happened. 


“But even if the petitioner’s analysis is 
correct to the point that under New York 
law the nunc pro tunc order is completely 
effective as finally written, that will not 
aid him here. Although such a decision of 
the state court may bind the parties in the 
settlement of their legal rights between 
themselves, yet the determination of tax 
consequences is not to be so resolved. The 
decision of a state court might well turn 
on elements of estoppel, laches, acceptance 
of benefits, rights of third parties, and other 
incidents of a decisive nature as to them, 
but in no proper sense to be held prejudicial 
to the federal revenue. Hence it is clear 
that the retroactive judgments of state courts 
do not determine the rights of the Federal 
Government under its tax laws. Eisenberg 
v. C. I. R. [47-1 uste 7 9238], 3 Cir. 161 
F. (2d) 506, certiorari denied 332 U. S. 767; 
Sinopoulo v. Jones [46-1 ustc $9220], 10 
Cir. 154 F. (2d) 648; Loggie v. Thomas [46-1 
ustc J 9101]. 5 Cir., 152 F. (2d) 636; Sewell 
v. C. I. R. [45-2 ustc 9 9446], 5 Cir., 151 
F. (2d) 765, certiorari denied 327 U. S. 783; 
Sewell v. United States [47-2 ustc J 9371}, 
Ce Cl. 73 F. Supp. 957.” 


Where the husband paid more than the 
divorce decree required and subsequently the 
New Jersey Chancery Court retroactively in 
a nunc pro tunc order increased the alimony 
by the extra amount paid, it was held that 
the retroactive nature of the decree increas- 
ing the alimony did not of itself convert 
the previously made extra payments into 
amounts paid after the decree, and that such 
payments therefore would not be deductible 
for tax purposes. (Peter Van Vlaanderen 
[CCH Dec. 16,360], 10 TC 706; afi’d [49-1 
ustc 9305] CA-3, May 27, 1949.) The 
Tax Court said: 


“The one provision of section 22 (k) with 
which petitioner cannot comply under the 
circumstances shown to exist during the 
tax years before us is that the ‘payments’ 
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must be imposed upon or incurred by such 
husband under such decree or under a written 
instrument incident thereto. When the peti- 
tioner made the payments in question, they 
were voluntary in the sense that there was 
no decree or agreement requiring them. The 
obligation was not imposed at that time, 
nor in fact did the subsequent order alter 
that situation, since the payments having 
already been made were no more than rati- 
fied by the retroactive order.” 


Interlocutory Decrees 


In those states such as California which 
enter an interlocutory divorce judgment, 
payments made under the interlocutory decree 
are deductible by the husband and taxable 
to the wife even though a substantial period 
of time must elapse between the interlocutory 
and the final divorce decree. It has been 
held that the interlocutory decree satisfies 
the requirement of a divorce decree, al- 
though a decree ordering alimony pendente 
lite fails to satisfy this requirement. (I. T. 
3761, 1945 CB 76.) This does not apply, 
however, where the alimony payments under 
a California interlocutory decree are limited 
to the duration of the decree. The alimony 
does not have the effect of a periodic pay- 
ment where it is so limited only to the life 
of the interlocutory decree. 


An interesting sidelight is presented on 
the question of the effect of a Mexican 
divorce on the alimony deduction in G. C. M. 
25250, 1947-2 CB 32. A Mexican divorce 
obtained in good faith is recognized for 
alimony purposes, even though such divorce 
decree would not be recognized by the tax- 
payer’s state of residence. In view of the 
fact, however, that this ruling is merely a 
General Counsel’s Memorandum, too great 
reliance should not be placed upon it. The 
courts may take a different view. 


Periodic Payments 


The wording of the statute requires the 
alimony payments to be periodic in order 
to permit a tax deduction by the husband. 
The term “periodic,” however, does not 
mean that the payments must be made at 
regular intervals. It does mean that if the 
alimony payments are made in a lump sum, 
they will not qualify, generally, as an 
alimony deduction unfess periodic arrange- 
ments ave made. A lump-sum alimony pay- 
ment would naturally be considered to be a 
specific total amount. This would be con- 
strued to mean that where a specific total 
amount is required to be paid for a specific 


Alimony 


number of years, it will not qualify as the 
proper type of tax deduction. If, however, 
the total gross amount so to be paid is 
uncertain, the periodic requirement is never- 
theless met, despite the fact that the precise 
number of years over which the total pay- 
ment is to be made is specified. (Roland 
Keith Young [CCH Dec. 16,363], 10 TC 
724; John H. Lee [CCH Dec. 16,386], 10 
TC 834.) 


In the Young case, a divorce decree allowed 
alimony payments to the former wife of the 
petitioner for a fixed period. The amount 
of each payment, however, was not fixed; 
nor was the total amount to be paid fixed. 
The amounts of the monthly payments which 
the husband was required to pay were de- 
pendent upon his future annual net income 
(the husband was a movie actor), and the 
divorce decree set forth only the method 
for computing the amount of the future pay- 
ments and the maximum amount of monthly 
payments. The court held that this type of 
arrangement was a periodic payment, not 
an installment payment, and that such payments 
were therefore deductible. The court said: 


“The provisions in the divorce decree did 
no more than prescribe a maximum total 
monthly payment based upon an annual net 
income of $50,000.00; and a method for com- 
puting monthly payments on the basis of 
any annual net income below $50,000.00. 
These provisions did not fix any total sum 
as a fixed sum to be paid over the fixed 
period of 50 months. Therefore, the pay- 
ments in question were not payments ‘dis- 
charging part of an obligation the principal 
sum of which is, in terms of money or prop- 
erty, specified in the decree’. It follows that 
the payments were not ‘installment pay- 


ments’, but were periodic payments under 
section 22 (k).” 


The court distinguished this case from 
that of J. B. Steinel [CCH Dec. 16,287}, 10 
TC 409, which held that alimony payments 
were “installment payments” under Section 
22 (k), because the husband had an obligation, 
in the ordinary sense of that word, the 


principal sum of which was specified in the 
decree of divorce. 


Lee Case 


In the case of John H. Lee, supra, the 
payments consisted of a percentage of the 
husband’s annual net income for five years. 
The court held that such payments were 
periodic and deductible by the husband. 
The court concluded that in such a case 
there was no principal sum: 
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“It 1s conceded that the payments were 
made under the agreement, the agreement 
was incident to the divorce, the payments 
were made subsequent to the decree and that 
they were made in discharge of a legal 
obligation which, because of the marital 
relationship, was imposed upon the petitioner 
under the written instrument. The only 
difference between the parties is that the 
petitioner contends the payments made by 
him to Grace during the taxable years were 
‘periodic payments’ whereas the Commissioner 
contends that they were ‘installment pay- 
ments’ within the meaning of section 22 (k). 
The problem is difficult and little help has 
been found. 


“The Commissioner argues that there must 
be uncertainty as to the total amount to be 
paid and indefiniteness as to the length of 
the period during which the payments are 
to be made, in order that the payments may 
be classified as ‘periodic’ and, conversely, 
the two requisites of ‘installment payments’ 
are certainty as to the amount and definite- 
ness as to the period. Those requisites are 
not found in the statute, the regulations 
or the legislative history of the provisions. 
He also argues that a lump or principal 
sum is specified wherever the total amount 
to be paid under the decree or instrument 
can be calculated by a formula. 


“The agreement of the parties in this case 
fixed no principal sum and it was impossible 
to know in advance how much the petitioner 
would have to pay his wife. She was not 
content to receive a lump sum but wanted 
to share in his earnings. These payments 
do not come within the description of install- 
ment payments contained in section 22 (k). 
All other payments are to be considered 
as periodic payments and taxable to the wife 
rather than to the husband. The period of 
five years fixed by the agreement is not 
sufficient, in view of the uncertainty as to 
the:amount, to make these payments tax- 
able to the husband under sections 22 (k) 
and 23 (u).” 

In those cases in which the decree ‘of 
divorce or separation provides for weekly 
or other periodic payments which are 
eventually settled by the husband in exchange 
for a lump-sum payment, the court has held 
that no deduction is allowable for such a 
lump-sum payment. (Frank J. Loverin [CCH 
Dec. 16,286], 10 TC 406.) 


Insurance Premiums 


In the case of Amita Quinby Stewart [CCH 
Dec. 15,967], 9 TC 195, insurance premiums 


paid by the husband on policies assigned to 
980 
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the wife by a divorce decree were held to 
be deductible periodic payments. The Com- 
missioner has acquiesced in this decision. 
But in the case of Jack Pappenheimer v. Allen 
[47-2 ustc J 9384], 164 F. (2d) 428, the Fifth 
Circuit held that the rental value of the 
husband’s house, in which he permitted his 
wife to live, was not deductible as an 
alimony payment. There was no periodic 
payment to be spelled out of such an arrange- 
ment. The husband had given the wife 
merely a right to occupy the dwelling. It 
may be concluded from the perusal of this 
latter case that if the husband had paid the 
rent for another home for his divorced wife, 
he would then be permitted to make a 
deduction for the rent so paid, on the theory 
that it would be a periodic payment. 


Installment Payments 


Installment payments, i.e., those made on 
account of a principal sum specified in the 
decree, are not deductible for tax purposes. 
They are not considered periodic payments as 
required by the statute. If, however, the 
principal sum, by the terms of the decree 
or written instrument incident thereto, may 
be or is to be paid within a period ending 
more than ten years from the date of. the 
decree or instrument, and if in addition no 
more than ten per cent of the principal 
sum is paid in any one year, such payments 
will be deductible as periodic payments. 
(Regulations 111, Section 29.22 (k)-1 (c).) 


It is provided that the ten-year period 
begins on the date on which the obligation 
to pay the principal sum is first imposed 
by the decree or instrument incident thereto. 
The importance of the dates in determin- 
ing the ten-year period is exemplified by 
the case of Tillie Blum [CCH Dec. 16,456], 
10 TC 1131, presently under review by the 
United States Court of Appeals for the 
Seventh Circuit. The husband and wife in 
this case entered into a support agreement 
dated February 27, 1935. The decree was 
dated March 2, 1935. ‘The terminal date 
was March 1, 1945. The only question 
presented was the date from which the 
ten-year period began to run. Obviously, 
there was a period of more than ten years 
if it started on the earlier date, but not 
if it started on the later date. The court, 
holding that the ten-year period begins on 
the date that the legal obligation to pay 
the principal sum is first imposed upon the 
husband by the instrument, the decree or a 
combination of the two, denied the deduc- 
tion to the husband: 


e TAX ES— The Tax Magazine 











“The question is new. The instru- 
ment, that is, the agreement of February 27; 
1935, expressly provided that it would be 
effective only in the event that the court 
‘shall enter a decree of divorce’. Thus, the 
obligation to pay the principal sum of 
$120,000 was not imposed upon or incurred 
by the husband under the written instru- 
ment alone, but only under that agreement 
in conjunction with the entered decree. 
The parties did not choose to have their 
agreement become effective upon the sign- 
ing of a decree by the judge, but chose 
instead to have it effective only upon the 
entry of a decree. . . . The words ‘date of 
such decree or instrument’ refer to a decree 
or to an instrument under which the legal 
obligation to pay the principal sum was 
imposed upon the husband. Common sense 
requires the conclusion that the date which 
Congress intended was the effective date, 
the date when the legal obligation was 
actually imposed for the first time. Here 
the obligation was imposed by a combina- 
tion of the instrument and the entered 
decree which made it effective for the first 
time. Thus the date of the beginning of 
the period was March 2, 1935. The period 
intended is that from the time when the 
obligation was imposed to the last day 
upon which it could be properly discharged. 
If the principal sum ‘may be or is to be 
paid’ within that period and the period is 
more than 10 years then the payments are 
taxable to the wife, rather than. to the 
husband. .That is not.the situation here 
and these payments are installment pay- 
ments and they are not taxable to the wife.” 


It is obvious, therefore, that if it becomes 
necessary to provide for a total specified 
amount of alimony, the husband, in order 
to obtain a tax advantage, should make it 
payable over a period of more than ten years. 


Casey Case 


Eliminating the total alimony figure in 
favor of a fixed payment for a fixed period 
of time, such as by substituting $100 a 
month for fifty months in place of $5,000 
payable $100 monthly will not make the 
total any less specific, according to the case 
of Frank R. Casey [CCH Dec. 16,806], 12 
TC 224. Nor will a provision that the fixed 
payment for a set period is to stop on the 
death or remarriage of the wife (the ali- 
mony to be payable weekly for two years 
unless the wife dies or remarries sooner), ac- 
cording to Estate of Frank P. Orsatti [CCH 
Dec. 16,793], 12 TC 188. In both cases, 


Alimony 








therefore, the husband was denied an ali- 
mony deduction. 


The Casey case is also interesting for 
the conclusion that since taxable income 
cannot be shifted by agreement, a specific 
provision in the divorce decree that pay- 
ments are to be taxable to the wife will 
not make them deductible by the husband. 


Discharge of Alimony 


The payments, to be allowable as a de- 
duction to the husband, must be made 
solely in settlement of the legal obligation 
imposed on him because of the marital 
relationship. 


The case of Frank J. DuBane [CCH Dec. 
16,411], 10 TC 992, conclusively settled this 
point. In this case, the only written in- 
strument mentioning periodic alimony pay- 
ments was an agreement by which the 
husband consented to make payments “in 
final settlement of all claims” of the wife for 
“alimony or any statutory rights,” and the 
wife “waived and released” the husband 
from paying “alimony or support money” 
in consideration of the conveyance of cer- 
tain properties and for certain further 
periodic payments as the purchase price for 
real property transferred by the wife to the 
husband. Prior to this written agreement 
the husband and wife had orally agreed 
that $20 per week was to be paid for alimony 
and support. In order, however, to render 
himself execution proof, the husband, in 
reducing the alimony agreeinent to writing, 
had his attorney so phrase the agreement 
as to indicate that the payments were part 
of the purchase price for property trans- 
ferred to him by his wife. The two agree- 
ments were inconsistent, but the written 
agreement alone was made part of the 
divorce proceeding. The written agree- 
ment was held to be controlling; the pay- 
ments made thereunder were obviously not 
made to be solely in discharge of alimony 
and were, therefore, not deductible. ‘The 
language of the court is interesting: 


“But .did the written agreement make 
specific and impose the obligation as one 
arising out of the marital relationship? No. 
It imposed it as an obligation to pay a 
purchase price for real property theretofore 
in the name of the wife under a deed 
executed pursuant to the written agree- 
ment of January 8th, inspected, approved, 
and relied upon by the Judge in the divorce 
proceeding. The petitioner seeks relief, a 
deduction, under a special statutory pro- 
vision whereby he would not have to pay 
tax on some income earned by him. He 
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must bring himself squarely within 
provision to succeed. He has not done 
that. Although this may be rather narrow 
and technical, nevertheless, the letter of the 
law has not’been met and provisions grant- 
ing deductions are not to be liberally con- 
strued in favor of taxpayers. New Colon al 
Ice Co. v. Helvering [4 ustc § 9267], 292 
U. S. 435; Helvering v. Inter-Mouniain Life 
Insurance Co. [35-1 ustc § 9267], 294 U. S. 
686. The result might be different had 
Congress chosen to recognize oral agree- 
ments or had the petitioner put his oral 
agreement in writing in a forthright man- 
ner. He has only his own cupidity, and 
the methods of his lawyer which he adopted, 
to blame.” 


that 


Agreement Incidental to Decree 


Where husband and wife enter into an 
agreement distinct from the decree of di- 
vorce or separation, and where this agree- 
ment provides for periodic support payments, 
such payments will be deductible by the 
husband if the agreement is incident to the 
divorce or separation. 


The agreement must, of course, be in 
writing. An oral agreement is invalid for 
tax deduction purposes. (Frederick S. Dau- 
walter [CCH Dec. 16,040], 9 TC 580; Ben 
Myerson [CCH Dec. 16,364], 10 TC 729.) 
It should be a formal, written document, 
properly drawn. For example, an exchange 
of letters between the spouses in which 
the husband agrees to ‘pay additional ali- 
mony is not such a written agreement to 
which the tax law will give cognizance. 
(Frederick S. Dauwalter, supra.) 


The term “incident to” the divorce or 
separation agreement means precisely that, 
and whether it is “incident to” divorce or 
separation is entirely a factual question. 
The agreement may not, for example, be 
entered into four years after the divorce 
decree. Such a situation arose in the case 
of Frederick S. Dauwalter, supra. While 
the written alimony agreement in this case 
was “incident to” the divorce, it was not 
“incident to” the divorce decree itself. Sim- 
ilarly, where an alimony agreement was 
entered into about seven months after the 
divorce decree, the court held, in the case 
of Benjamin B. Cox [CCH Dec. 16,407], 10 
TC 955; aff'd [49-2 ustc § 9369] CA-3, 
July 20, 1949, that it was not “incident to” 
the divorce. The Tax Court said: 


“In a broad sense, the contract here can 
be seen as incidental to the divorce earlier 
secured by the petitioner, in that the written 
contract refers to the divorce and provides 
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that the former wife agreed that so long 
as the contract was performed by the peti- 
tioner, she would not contest or attack the 
divorce which he had secured. Yet in a 
different sense it is easily seen that the 
agreement is not ‘incident to’ the divorce 
which has preceded it by more than seven 
months. Petitioner had waited for no such 
agreement, but had proceeded to divorce his 
wife without arriving at a settlement of 
property rights or marital obligations; and 
the decree made no provision in that respect. 


“It seems obvious that the statute is 
intended, in the ordinary situation at least, 
to provide that the husband’s marital ob- 
ligation to support his wife may be con- 
tinued either by divorce decree or a contract 
taking its place in that regard; and that 
in the ordinary sense therefore ‘incident 
to’ the divorce would involve an agree- 
ment prior thereto or coincident therewith. 

distinguishing here between a con- 
tract more than seven months after the 
divorce and one incidental thereto in the 
sense that it is contemporaneous and worked 
out with the divorce and considered by the 
divorce court.” 


It is interesting that this case was re- 
viewed by the entire court, and that three 
of the sixteen judges dissented from the 
majority opinion. 

A different picture, however, is presented, 
where, as in the case of Frank J. DuBane, 
supra, there was in existence an oral agree- 
ment which was entered into before and was 
incident to the divorce, and which was 
subsequently reduced to writing, the court 
there holding that the existence of a proved 
oral agreement was sufficient to transmute 
the written agreement into one “incident 
to” the divorce decree. 


Johnson Case 


It is not essential that the agreement 
refer specifically to the divorce decree, or 
vice versa, in order to be “incident to” the 
divorce or legal separation. Inasmuch as 
the question of “incidence” is one of fact, 
should the husband be able to prove that 
the agreement is “incident to” the divorce, 
the law will allow a deduction. 


A very interesting case is that of Robert 
Wood Johnson [CCH Dec. 16,348], 10 TC 
647, which had its locale in the State of 
New-Jersey. The petitioner-husband had 
separated from his wife in 1926. At that 
time, he asked her to obtain a divorce and 
offered to pay her $16,000 per annum for 
her maintenance and support, plus $4,000 
for the support of their minor son. She 
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refused the request and offer. The husband 
made further efforts in 1927. In 1928, he 
became engaged to be married, contingent 
upon his wife’s obtaining a divorce. He 
offered to pay her $50,000 per year for 
maintenance and support. Negotiations 
were finally concluded in 1929, The hus- 
band obligated himself in writing to pay 
$30,000 annually to his wife, and also to 
establish for her benefit a trust fund to 
yield an additional $20,000. It is to be 
noted that these financial provisions were 
made in anticipation of a divorce, on the 
wife’s verbal assurance that she would ob- 
tain a divorce. This agreement was not 
specifically conditioned on a divorce be- 
cause the attorneys advised that if it were 
so premised, the wife might be barred from 
obtaining a divorce under the applicable 
state law. The wife kept her promise, and 
three months after the arrangement was 
entered into, she instituted her divorce pro- 
ceeding. The court here held that in view 
of this testimony the agreement was “inci- 
dent to” the divorce, and permitted a tax 
deduction to the husband. 


Thus, while no outright mention of sup- 
port agreements need be made in the divorce 
decree, and outside evidence may eventually 
obtain a tax deduction for the husband, 
much needless litigation can be avoided if 
the question of “incident to” is firmly 
resolved by a specific reference in the di- 
vorce or legal separation proceeding. 


Murray Case 


The Tax Court has held that payments 
made pursuant to a voluntary revision of 
an alimony agreement after divorce are not 
incident to a divorce decree. They need 
not be included in the wife’s income (and 
are consequently not deductible by the 
husband). The Second Circuit has already 
disagreed. The divorce decree provided 
that the husband pay twenty-five per cent 
of his income, with a yearly minimum of 
$1,445 and a maximum of $5,200. For 
several years he paid $2,600 a year at the 
rate of $50 per week. The parties entered 
into a new contract providing for weekly 
payments of $85, an annual total of $4,420. 
The Tax Court ruled that no part of the 
revised payments were includible in the 
wife’s income. The Second Circuit re- 
versed. The voluntary agreement cannot 
change rights under the existing divorce 
decree. Therefore, any payments not ex- 
ceeding $5,200 yearly, or the twenty-five 
per cent limit, are taxable to the wife and 
deductible by the husband. (Commissioner 


Alimony 


v. Natalie D. Murray [49-1 ustc § 9285], 
174 F. (2d) 816 (1949); rev’g [CCH Dec. 
16,452(M)] 7 TCM 365.) 


In another case, the Tax Court has held 
that where the subsequent voluntary agrec- 
ment reduces the amount of alimony, the 
payments are not taxable to the wife. Such 
an agreement is not incident to the divorce. 
This decision is now on appeal to the 
United States Court of Appeals for the 
District of Columbia. (Miriam C. Walsh 
{CCH Dec. 16,745], 11 TC 1093.) 


Strangely enough, the Commissioner is 
supporting the husband in the two afore- 
mentioned cases by opposing attempts of 
the ex-wives to exclude from their income 
the sums received as alimony. 


An agreement which provides for con- 
tinued separation without divorce of the 
parties is not incident to a later divorce 
unless incorporated or referred to in the 
decree. (Joseph C. Brightbill [CCH Dec. 
16,821 (M)], 8 TCM 112.) The court does 
not discuss the possibility of proof by out- 
side evidence. Yet such proof has been 
allowed to show that a divorce was con- 
templated and that it would therefore be 
construed as “incident to” the divorce 
(Robert Wood Johnson, supra)—an appar- 
ent contradiction. 


Income Attributable to Property 


There are instances, of course, where 
property is transferred by the husband to 
the wife to pay the alimony and support. 


In all events, whether the payments are 
attributable to property in trust, life insur- 
ance or any other interest in property, or 
are made out of income or capital of the 
husband, the entire amount so received is 
taxable to the wife. No part of the periodic 
payment attributable to the property, how- 
ever, may be deducted by the husband. It 
is merely excluded from his income. 


From the income tax standpoint, there- 
fore, a transfer of property from which 
periodic payments of alimony are to be 
made is not desirable insofar as the hus- 
band is concerned. The wife must report 
the periodic payments even though they 
may be paid out of capital, while the hus- 
band merely excludes them from his income. 
In such a case, the husband’s tax advantage 
can be considerably less than the wife’s tax 
detriment. The husband should make the 
periodic alimony payments directly; and 
even though made out of capital, they 
would be fully deductible by him. 
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Support of Minor Children 


A divorce decree or written agreement 
usually provides for the support of minor 
children. That portion of the periodic 
payments earmarked as payable for their 
support is neither deductible by the hus- 
band nor taxable to the wife. 


In the event there is no designation of 
how much of a periodic payment is for the 
support of minor children, the entire pay- 
ment is taxable to the wife and deductible 
by the husband. For example, where the 
wife’s alimony was “for her care and sup- 
port and for the care and support of the 
minor children,” the entire amount was 
includible in the wife’s income. (Dora H. 


Moitoret [CCH Dec. 15,352], 7 TC 640.) 


If, however, the alimony agreement clearly 
indicates that a specific part of the periodic 
payment is for the support of minor chil- 
dren, that portion will be treated as though 
specifically designated for the children. 
(Robert W. Budd v. Commissioner [47-2 
ustc § 9362], CCA-6, May 5, 1947, aff’g 
{CCH Dec. 15,295] 7 TC 413; Warren Leslie, 
Jr. [CCH Dec. 16,383], 10 TC 807.) 


In the Budd case, the wife was to receive 
$500 a month for herself and the minor 
child. A second part of the agreement pro- 
vided that she receive $200 a month for the 





child’s support if she remarried. Another 
provision dealing with the child’s education 
stated that she was to receive $200 a month 
for his support when he was not attending 
school. Another provision cut the $500 
payment to $300 when the child became of 
age. From these various provisions, and 
from the agreement generally, the court 
concluded that $200 per month was intended 
for the support of the child, even though 
the alimony agreement made no specific 
mention to that effect. 


In the case of Elsa B. Chapin [CCH Dec. 
15,947(M) ], 6 TCM 882, the Tax Court dis- 
regarded the entire agreement where the 
result would have been to make the entire 
alimony payment attributable to the support 
of the minor children, and held that the 
entire periodic payment was taxable to the 
wife and deductible by the husband. 


It can readily be concluded that the in- 
come tax treatment of alimony requires 
careful consideration. It is no longer pos- 
sible to represent either spouse in a matri- 
monial proceeding without a careful perusal 
of the appropriate law and decisions. Un- 
foreseen tax repercussions will take place 
unless counsel for both husband and wife 
fully understand the proper tax treatment 
of alimony and support agreements and 
provisions. [The End] 








TOWARD MORE PICTURESQUE OPINIONS 


“The problem is one phase of the application of taxation to the 
‘cake and eat it’ weakness of our human nature. 


“Counsel may in the vernacular pay their money, and take their 


choice. 


The choice is not one for an ‘inferior’ Federal court. 


It must 


await the judicial miracle of the loaves and fishes, four becoming five.” 
—Rothensies v. Cassell, 39-1 ustc J 9460, 103 F. (2d) 834. 
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MR. SHELGAME 


and the Income Tax 


By JOHN K. HULSE 


THE TAXPAYER WAS UP SALT CREEK WITHOUT A NUNC 
PRO TUNC, A QUID PRO QUO. OR EVEN A PADDLE 





The author is a Philadelphia certified public accountant 


GOME twenty years ago, after routine 
7 rejection of an income tax claim, we 
recommended suit. The taxpayer had able 
counsel, but he was not too familiar with 
this type of litigation. To begin with, he 
was not quite sure whom he wanted to sue, 
so he resolved that problem by bringing 
two suits, one against the United States 
and the other against the collector then in office. 

In due time he received a letter from 
the United States attorney in the collec- 
tion district concerned stating that it was 
most unusual to bring suits of this nature 
against the United States, and suggesting 
that he consent to the dismissal of that 
suit and proceed on the one brought against 
the collector. Being an amiable and trust- 
ing old gentleman, the taxpayer agreed to 
that course. 

After a few more weeks he received the 
government’s answer to his remaining suit, 
in which, besides denying everything as- 
serted in the bill of complaint, the United 
States attorney pointed out that the col- 
lector to whom the tax had been paid had 
been among his forefathers, lo! these many 
years; that the collector named in the suit 
was a different individual entirely; and that, 
moreover, the period within which suit could 
be brought had now expired, and the tax- 
payer was, accordingly, up salt creek with- 
out a munc pro tunc, a quid pro quo or even 
a paddle, 


Upon being apprised of these develop- 
ments and their bearing on a claim in which 
we still had some pride of parentage, or 
authorship, we were then asked whether we 
had any other bright ideas about getting 
Uncle Sam to disgorge taxes he had col- 
lected. Aside from the playful inference 
in the question, it recalled to us a problem 
previously posed by an irrepressible tax- 


Mr, Shelgame and the Income Tax 


payer whose case had been decided against 
him by the United States Supreme Court, 
when he asked “Where do we go now?” 


Since the taxpayer’s counsel had no fur- 
ther use for the file, and since we had 
other business in Washington anyway, we 
took the file along with us and called at 
the General Counsel’s office. There we happily 
found a strong disinclination to have the 
Treasury made a party to such shenanigans; 
and a settlement was arrived at, then and 
there, and on the merits. 


Now this is merely by way of introduc- 
tion to the real subject, which is in the nature 
of a “whodunit” and relates to the identity 
and progress through life of the aforemen- 
tioned United States attorney or, more 
probably, an assistant in his office. We 
never knew the name of this character, but 
since there have been later developments 
which could not reasonably be attributed 
to anyone else, it is necessary for purpose 
of identification that we hang a handle on 
him. Let him be known hereafter as Shel- 
game—Mr. Boppem Wizzee Shelgame. 


We lost track of Shelgame for a number 
of years. But in the interval he made 
progress in the government service, for in 
1943 we find him in Washington, where 
apparently he has infiltrated the select group 
of Treasury experts who recommend in- 
come tax legislation to Congress. It was 
then that the income tax of individuals 
was placed on the current payment basis, 
one of the steps in that process being the 
adoption of the optional standard deduc- 
tion in Section 23 (aa) of the Code. 


Now subsection (3) of that section pro- 
vides that the standard deduction, whether 
as such or as incorporated in the tax table 
under Supplement T, shall be allowed only 
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if the taxpayer so elects in filing his return. 
If we devote a few minutes to the report 
of the United States Tax Court on the case 
of Henry C. Warren [CCH Dec. 17,132], 13 
TC—, No. 28, it becomes clear that none 
other than our old friend Boppem Wizzce 
Shelgame could have slipped subsection (3) 
into the Code. It would be interesting to 
know whether he did it while everybody 
else was at lunch, or in the dark of the 
night, or just how. 


Warren Case 


In the Warren case the taxpayer claimed 
certain deductions. One was disallowed, 
resulting in a tax higher than it would have 
been if computed under Supplement T. He 
then claimed the benefit of Supplement T. 
The Tax Court denied it to him. The court 
could hardly have decided otherwise, in 
view of subsection (3). 

The deduction in question was for trav- 
eling expenses and meals and lodging while 
the taxpayer was away from home. The 
taxable year involved was 1944, and the 
return had presumably been filed by March 
15, 1945. In disallowing the deduction, the 
Tax Court relied on the United States Su- 
preme Court decision in Commissioner v. 
Flowers [46-1 ustc J 9127], 326 U. S. 465, 
January 2, 1946. Flowers was a lawyer and 
general counsel for a railroad company. 
Warren was a pipe fitter. If Flowers could 
not guess how the courts would rule on his 
claimed deduction, Warren could hardly be 
expected to do better as to a similar deduc- 
tion. And surely Warren could not be ex- 
pected to guess, early in 1945, how the 
Supreme Court would decide a question a 
year later, even if he knew of such a case 
pending. 

In the records of the courts may be 
found hundreds, possibly thousands, of cases 
involving questions as to whether this or 
that is deductible from income. ‘There are 
many cases deciding even what parts of 
certain expenditures are deductible. ‘But 
under Section 23 (aa) (3) the taxpayer 
is expected to know things that the Treas- 
ury does not always know, and even things 
that have not been decided vet. If he 














CREDIT FOR DEPENDENT CHILDREN—KENTUCKY 


makes what proves to be a poor guess, he 
pays more tax than if he had not tried to 
guess at all. This changes the whole thing 
from a tax on net income to a tax on poor 
guesswork. We find authority in the Six- 
teenth Amendment to the Constitution for 
the former, but for the latter we know not 
where to look. 


During the period of years in which 
federal taxes on income and estates have 
been in effect, from time to time there have 
been brought forth for the assistance of 
those engaged in tax work various tables, 
formulae, calculators, estimators and what 
not. So far as we know, however, nobody 
has come up with a deduction finder. In- 
come taxpayers and their technical help 
are sorely in need of such a device, and it 
would not be too unreasonable to ask the 
government to supply one for use in con- 
nection with the election under Section 23 
(aa) (3) of the Code—either that, or 
undo the tricky business and treat all tax- 
payers alike by removing the finality of an 
election which is in reality no election at 
all, since the taxpayer, even with the best 
of advice, is in no position to make an 
election. He does not know whether he 
has, or has not, an allowable deduction, or 
to what extent an expenditure might be 
deductible. 


When the legislation from which this 
optional deduction emerged was being 
framed, we were among a group which 
contended for a minimum deduction. Tax 
laws are sufficiently confusing and bewild- 
ering without slipping in jokers like this 
election to befuddle the taxpayer further. 


During the war there was a fabulous 
character in the South Pacific known as 
Kilroy. Every so often someone would 
report from newly occupied jungles or is- 
lands a mysterious message reading “Kil- 
roy was here.” After a while nothing fur- 
ther was heard of Kilroy, and it was 
thought that the Japs had got him. For 
a time thereafter we hoped that Kilroy was 
actually Shelgame, either in hiding or on a 
secret mission. If so, and if the Japs got 
him, that was their greatest mistake. 


{The End] 





Credit will not be allowed for dependent children unless such chil- 
dren were born at least six months prior to the end of the taxable year. 
—Opinion of the Kentucky Attorney General, September 16, 1949. 
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EFFECT OF RATE CHANGES 


on State Cigarette Tax Revenues 


By HENRY M. ALEXANDER 


THE AUTHOR IS PROFESSOR OF POLITICAL SCIENCE, 
UNIVERSITY OF ARKANSAS. THIS ARTICLE WILL BE 
KNOWN OFFICIALLY AS RESEARCH PAPER NO. 874, 
JOURNAL SERIES, UNIVERSITY OF ARKANSAS 


OWA, in 1921, was the-first state to im- 

- pose a tax on cigarettes. ‘Thirteen states 
were taxing cigarettes by the end of 1931; 
twenty-eight, by the end of 1941. As of 
November 1, 1948, thirty-nine states levied 
cigarette taxes.’ Increases in tax rates have 
been frequent, but there have been very few 
rate reductions. 


An attempt is made in this report to 
measure the effects of seven rate changes 
since 1933 upon cigarette tax collections 
in six Southern states: Arkansas, Georgia, 
Louisiana, Mississippi, Oklahoma and Ten- 
nessee. 

Cigarette tax rates are expressed here in 
terms of cents per pack of twenty cigarettes 
of “standard” brands. Revenues and collec- 
tions exclude license fees and yields of 
excises on tobacco products other than 
cigarettes, but include amounts allowed as 
discounts to dealers and to stamp deputies. 


1 Rates were as follows: one cent in West 
Virginia; two cents in Arizona, Iowa, Kentucky, 
Montana, Nevada, Ohio, Utah, Vermont, Wash- 
ington and Wisconsin; 214 cents in New Hamp- 
shire; three cents in Alabama, Connecticut, 
Georgia, Idaho, Illinois, Indiana, Kansas, Mich- 
igan, Minnesota, Nebraska, New Jersey, New 
Mexico, New York, North Dakota, Rhode Island, 
South Carolina, South Dakota, Tennessee and 
Texas; four cents in Florida, Maine, Massachu- 
setts, Mississippi and Pennsylvania; five cents 
in Oklahoma; six cents in Arkansas; eight cents 
in Louisiana. For rate changes during 1949, see 
the chart and map on pp. 870-871 of October, 
1949 issue of TAxES—The Tax Magazine. 

? Rates are reported at approximately two-year 
intervals in the eleven editions of Tax Systems 
(Commerce Clearing House, Inc.). Rates as of 
July 1, 1947, of state and of municipal excises 
on cigarettes and of state excises on cigars, 
smoking tobacco, chewing tobacco and snuff are 
in Federal-State Tax Relations (Div. of Tax 


State Cigarette Tax Revenues 





Revenues for a given year represent col- 
lections during reported fiscal periods of 
twelve months ending between June 30 and 
December 31 of a calendar year. 


Data herein reported relative to rates,’ 
revenues”* and discounts,’ except as other- 
wise indicated, were obtained by the De- 
partment of Revenues of the State of 
Arkansas through correspondence with 
state tobacco tax administrators. 


Accounts in particular states fail to sep- 
arate revenues derived from excises on 
cigarettes from excises on other tobacco 
products. Estimates of tobacco tax admin- 
istrators were used in these states in com- 
puting cigarette tax collections. Insignifi- 
cant revenues from excises on cigarette 
papers and holders have been ignored. No 
official record of discount rates in effect in 
Arkansas and in certain other states during 
particular years since 1933 is available. 


Research, Treasury Department; Press Release 
No. S-408, August 4, 1947), Tables 8-11. 

3 Revenues from state excise taxes on ‘‘tobacco 
products,’’ reported annually since 1937 by the 
Bureau of the Census, ‘‘generally do not include 
amounts representing discounts allowed to dis- 
tributors.’’ Letter dated August 10, 1948, from 
Alien D. Manvel, Governments Division, Bureau 
of the Census. 

State ‘‘tobacco taxes,’’ reported by the Tax 
Institute, include ‘‘licenses and excise taxes on 
tobacco in its various forms.’’ Tax Yields: 1940 
(1941), p. 16. Other compilations of state tobacco 
tax collections are in Tax Policy (Wharton 
School of Finance and Commerce, 1941), p. 4; 
Comparative State Tobacco Tax Collections 
(Federation of Tax Administrators; RM-264, 
1947). 

*Discount rates, in terms of percentage of 
stamp value, ranged in June, 1947, from three 
to ten per cent. Discounts on Sale of Tobacco 
Stamps (National Tobacco Tax Conference; 
RM-200, 1947). 
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Table 1. Tax Rates and Per Capita Revenues in Fiscal Years Prior and 


Subsequent to Rate Changes, Six States 



















Rate Per capita revenues ' 
of change Date of Fiscal Subsequent 
State per pack change yearends Prior year year 
Cents Dollars Dollars 
Arkansas 5 to6 2-24-47 6-30 2.57 3.07 
Georgia’ 1.5 to 3 3-30-37 6-30? 48 81 
Louisiana Dame's .. 4 toS 9- 1-40 12-31 1.77 2.27 
Mississippi 3 to4 8- 1-38 12-31 73 81 
Oklahoma 3 to5 5-16-41 6-30 89 1.61 
Georgia? 8 ters 4- 1-33 12-31 * 45 at 
Tennessee ere Ft 7- 1-37 6-30 .94 89 


1 Computed, for 1939 and prior years, from population estimates (as of July 1) reported annually 
in Statistical Abstract of the United States (Bureau of the Census); for 1940 and subsequent years, 
on basis of population estimates (as of July 1) in Current Population Reports, Population Estimates 
(Bureau of the Census, August 9, 1948), p. 7. 

? Annual revenues in Georgia, are computed, for 1937 and prior years, from data in Tax Policy, 
p. 4; for 1938 and subsequent years, from data reported annually in State Finances (Bureau of 
the Census). 


+ Revenues reported, for 1936 and prior years, for fiscal years ending December 31; for 1937 
and subsequent years, for fiscal years ending June 30. 


Table 2. Per Capita Revenues of Three-Cent Per Pack Rates 
in Nine States, 1932-1947? 


Year Ala? Ga. Miss. N.Dak. Okla. S.C* S.Dak.“ Tenn. Tex. Aver. 
Dols. Dols. Dols. Dols. Dols. Dols. Dols... Dols. Dols. . Dols. 
















1932 ¥ 0.45 0.37° 0.43 " (ie 0:52 ° O62: O52 
1933 . ‘ 32 .36 . 79° Al . 56 ‘49 
1934 .54 : 40 43 , 93 .60 . 69 .60 
1935 .69 47 .50 : 95 68 A 74 67 
1936 .90 61 58 78 97 80 . .93 ‘80 
1937 .99 ? 73 59 85 1.06 78 * 2 87 
1938 .98 81 x 56 89 1.06 .96 89 1.14 91 
1939 1.00 84 . 63 88 1.13 .96 81 1.14 92 
1940 .. 1.03 95 . 66 89 1.19 1.03 .90 1.18 98 
1941 1.17 1.00 4 . > TBR ¢ 99 ’. 2 
1942 .. 1.40 1.17 7 . * 1.40 * 1.20 * hee 
1943 .. 1.53 1,37 3 : * 153 * 1.40 * 1.46 
1944 ...... 1.64 1.66 , 4 * yi a > . 1.64 
fe ...05. 1.59 , 7 * i ° As > te 
1946 .. 214 2.29 H ? ° 230 °: 2.14 ° 222 
1947 2.25 2.60 . . ° 232 . °. 226 


















1 Same as in Table 1. 
2 Computed, for 1934 and 1935, from data in Tax Yields: 1940, p, 54. 
’ Computed, for 1935 and prior years, from data in Taz Policy, p. 4. 


* Computed, for 1936 and prior years, from data in Tax Yields: 1940, p. 92; for 1937 and subse- 
quent years, from data in annual reports of State Finances (Bureau of the Census). 


5 Rate greater or less than three cents per pack during all or part of fiscal year. 
* Computed, for 1932, from data in Tax Yields: 1940, p. 75. 

7 No cigarette tax during all or part of fiscal year. 

’ Adjusted to compensate for change in fiscal year. 


* Rapid increases in per capita income in years after 1940 in North Dakota, South Dakota 
and Texas are out of line with relatively slower increases in others of the nine states. 









Other sources * and estimates of tobacco tax __no state surveyed in this report has allowed 
administrators, based at times on approxi- a differential rate of discount for meter 
mations, have been utilized. It seems that impressions. . 















5 Conflicting Taxation (Interstate Commission Sales Taxes (1935), p. 43; Gladys C. Blakey and 
on Conflicting Taxation, 1935), p. 39; Carl L. Roy G. Blakey, Sales Taxes and Other Excises 
Nelson, Gladys C. Blakey and Roy G. Blakey, (1945), pp. 140-141. 
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Table 3. 


Ratio of Urban and Adult Population to Total Population 
1930 and 1940' 


Ratio of urban Ratio of adult 
State to total population to total population 
1930 1940 1930 1940 
Per cent Per cent Per cent Per cent 
Arkansas’ mas Sacks Oe 22.2 522 56.5 
Louisiana ? 6 eee 41.2 53.8 58.2 
PURI ooo. y oki ae 28.1 30.2 50.9 55.1 
Georgia AC 4s day detabene 30.8 34.4 51.5 56.8 
Mississippi . . jossseatienaseies, Gee 19.8 SL3 54.8 
eee 16.6 20.6 52.6 58.1 
Oklahoma . ee 37.6 53.7 58.6 
South Carolina . pd ie tec ke 24.5 47.1 52.2 
south Dabota ...<.....5...35 1S 24.6 55.7 60.4 
Pemmessee = sn es SS 35.2 54.2 58.6 
‘Texas . silat seca SMa 45.4 $5.3 60.2 
mee ee Joe 26.9 30.3 52.5 57.2 


1 Decennial reports of the Bureau of the Census, 1930 and 1940. 
2? Data for Arkansas and Louisiana omitted in computing averages. 


Table 4. Per Capita Income, Selected States, 1932-1947 ' 


Year Ark? La? Ala. Ga. 
Dols. Dols. Dols. Dols. Dols. D 

1922 ....... 153. 230 055 -.989. 25 
1933 .......<:» 52 -222, $4 - 200 i23 
1934 180 269 197 245 162 
1955 ...... 204 286 213 264 177 
1936 . ; . 246. 33%0.. 253 298 218 
1937 ... . 249 346 256 301 207 
T9038 coin cc Re > 34)... 233.. ZB 155 
1939 .... 246 354 242 290 201 
a 252 ., 357.- 268 35 202 
1941 .. . 337 +434 367 389 276 
1942 .. 466 564 507 514 385 
1945... . S21 735.633 G74 461 
1944 . ... 607 S812 ..710 764 542 
ee. 667 831 751 813 568 
1946 . 701 803 739 (37 575 
1947 710 892 °837 885 659 


Miss. N.Dak? Okla. S.C. S.Dak2 Tenn. Tex? Aver? 


ols. Dols. Dols. Dols. Dols. Dols. Dols. 
181 212 147 171 185 248 += 179 
190 226 167 172 190 257 187 
205. 246 209 232 241 292 225 
269. 281 222 273 260 319 253 
300 319 254 294 302 369 290 
333. 358 262 306 311 #£©409 305 
302 327 241 #318 280 387 # 284 
325 340 261 351 295 401 301 
368 356 286 376 317 413 322 
537 464 358 493 411 496 378 
759 637 478 819 522 666 507 
944 697 580 789 672 857 619 
1092 869 655 1024 797 946 723 
1112 822 687 1122 868 974 752 
1183 821 732 1205 849 977 752 
1678 930 778 1348 916 1128 834 





1 Survey of Current Business (Bureau of Foreign & Domestic Commerce, Department of 


Commerce), August, 1948, p. 19. 


? Data for Arkansas and Louisiana omitted in computing averages. 
* Data for North Dakota, South Dakota, and Texas in years subsequent to 1940 omitted in 


computing averages. 





It is probably impossible definitely to 
Segregate, to measure or to compare the 
effects of rate changes upon state cigarette 
tax collections by statistical methods.* 
Other variable factors, some unmeasurable, 
may have effects equal to or greater than 
the effect of tax rates. Of these other factors, 
some, including cyclical changes, whole- 
sale cigarette prices, federal tax rates and 


‘Two attempts to measure effects of price 
changes upon cigarette consumption in the 
United States illustrate shortcomings of statis- 
tical procedures. The studies point up the 
inelasticity of the nation-wide demand for cigar- 
ettes but differ considerably in the degrees of 


State Cigarette Tax Revenues 





the rising trend in consumption, operate 
throughout the nation with relatively equal 
force and, in comparative states, tend to 
have similar effects upon cigarette tax col- 
lections. Others, including per capita in- 
come, ratio of urban to total population, 
ratio of adult to total population and num- 
ber of transients and vacationists, operate 
with unequal force in different states. Dif- 


inelasticity reported. E. H. Schoenberg, ‘The 
Demand Curve for Cigarettes,’’ 6 Journal of 
Business of the University of Chicago 15-35 
(1933); Federal Excise Taxes on Tobacco, Divi- 
sion of Tax Research, Treasury Department, 
Press Release No. S-640, February 27, 1948, p. 15. 
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Table 5. Effect of Rate Changes on Revenues, Six States 


Rate of change per capita 


State Date Rate of change per pack revenues 
Cents Per cent Dollars? Per cent 
Increases: 

Arkansas 2-24-47 5 to 5.33° 6.6+ 2.73 to 3.07 12.5+ 
Georgia 3-30-37 1.5 to 3 100.0+ 55to 81 47.3+ 
Louisiana ... 9- 1-40 4 to5 25.0+ 2.15 to 2.27 5.6+ 
Mississippi 8- 1-38 3 to4 33.3+ 77to 81 5.2+ 
Oklahoma 5-16-41 3 t65 66.6+ 1.17 to 1.61 37.6+ 


Average 35.34 16.3+ 
Decreases: 
Georgia 4- 1-33 3 wis 50.0— 52to 37 28.8— 
Tennessee .. 7- 1-37 4 to3 25.0— 8 to 89? 9.2— 
Average ..... 35.7— 16.0— 


1 Rounded to nearest cent. 


2? Adjusted. Rate was five cents for approximately eight months, six cents for approximately 


four months. 


3 Computations based on successive fiscal years, 1937 and 1938, since end of fiscal year coincides 


with date of change in rate. 


ferential effects of these factors, operating 
in different states with unequal force, upon 
cigarette tax revenues are minimized in in- 
terstate comparisons involving comparable 
states—those with a similar level of per 
cap ta income, similar ratios of urban and adult 
to total population and a similar number 
of transient visitors. The procedure used 
in this study assumes that state excises and 
the variable factors mentioned together with 
others—traditional smoking habits and pro- 
pensity to use mail orders—will operate with 
similar force and effect upon per capita 
revenues in comparable states. 

No statistical device can eliminate the 
patent effects of differences in the efficiency 
of tax administration, an effect which, at 
best, is lessened only by restricting the 
scope of this study to recent years. Tobacco 
tax administration in the states definitely 
has become progressively more stabilized 
and standardized.” With the exception of 
Georgia’s tax reduction in 1933, rate changes 
analyzed here have occurred since 1937. 

Interstate comparisons of cigarette tax 
revenues and intrastate comparisons be- 
tween collections in different fiscal years are 
presented in terms of per capita computa- 
tions to counterbalance effects of population 
differentials. 

This study reports per capita cigarette 
tax revenues in each of the six states sur- 
veyed during fiscal periods of twelve months 
immediately prior and subsequent to a rate 
change. Actual revenues of each state dur- 
ing the subsequent year then are compared 


7 In Arkansas, Act 336 of 1937, effective March 


25, 1937, curbed drop shipments, and ‘“‘in its 
entirety is very similar to the cigarette tax laws 
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to an estimate of these revenues at the rate 
of tax levied during the prior year, com- 
puted on the basis of the current trend in 
an average of cigarette tax yields of three- 
cent per pack rates in four or more com- 
parable states. Annual collections in years 
when three-cent per pack rates were unchanged 
in four or more of the following nine states 
—Alabama, Georgia, Mississippi, North 
Dakota, Oklahoma, South Carolina, South 
Dakota, Tennessee and Texas—are used in 
computing averages of cigarette tax yields. 

Rate changes, dates of change, fiscal years 
and per capita cigarette tax revenues in 
years prior and subsequent to rate changes 
are listed in Table 1. Rate increases and 
decreases, except in Tennessee, occurred 
during fiscal years. Revenues during such 
years, consisting of yields at different rates, 
are ignored, with the exception of revenucs 
in Arkansas during fiscal 1947, preceding and 
following an increase of from five to six eents, 
effective February 24, 1947, during the last 
year for which data in all states are available. 

Data used in computations and average 
annual per capita yields of three-cent per 
pack rates during twelve-month fiscal 
periods since 1932 are presented in Table 2. 
Omissions are explained, and sources other 
than data supplied by state tobacco tax ad- 
ministrators are cited in appended footnotes. 

The states listed in Table 1 and Table 2, 
many overlapping, are agricultural; each has 
a relatively small urban population, a small 
adult population and a low level of per 


(Continued on page 1013) 





of our neighboring states.’ Department of 
Revenues, State of Arkansas, Biennial Report, 
1936-38, p. 51. 
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in Business Planning 


By BENJAMIN B. LEVIN 


CARRY-BACKS AND CARRY-OVERS 





THE EXCESS OF DEDUCTIONS OVER TAXABLE INCOME IS NOT NECES- 
SARILY A NET OPERATING LOSS—THE ADJUSTMENTS TO DETER- 
MINE THE ECONOMIC LOSS ARE IMPORTANT POINTS TO CONSIDER 





This article is based on a lecture given at the Third Institute 
on Taxation at Pennsylvania State College 


N business tax planning, one of the most 
important things to look for is the pos- 
sibility of a reduction in tax liability as a 


result of a net operating loss which can- 


be carried back and applied against profits 
of prior years and carried forward and 
applied against profits of subsequent years. 
The history of the Internal Revenue Code 
shows that Congress recognized many years 
ago the need for relief to a business which 
had alternate years of profits and losses. 
The first provision for this purpose was 
made in the Revenue Act of 1918. The pro- 
vision currently in effect is that in the Reve- 
nue Act of 1942, which stipulates that a 
net operating loss may be carried back for 
two years as well as forward for two years. 


In order to use the carry-backs and 
carry-overs most effectively in business 
planning, it is necessary to understand the 
various legal aspects of their computation 
and use. Without a knowledge of these, 
taxpayers and practitioners may find them- 
selves going astray in their thinking, and 
thereby losing many benefits which might 
have accrued. 


An excess of deductions over taxable 
income is not necessarily a net operating 
loss as defined in the Code. Various ad- 
justments must be made to arrive at the 
net operating loss which is to be carried 
to another year. The carry-over or carry- 
back is then further adjusted to determine 
the amount of net operating loss deduc- 
tion. The purpose of all these adjustments 
is to limit the deduction to the taxpayer’s 
actual economic loss. This economic loss 
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may be materially different from a loss as 
computed under the Internal Revenue Code 
because of the various statutory provisions 
making certain items of income nontaxable 
and allowing deductions not directly re- 
lated to a business. 


The net operating loss of a corporation 
is computed by reducing the net loss, as 
computed on the tax return, (1) by the 
excess of depletion deducted on the return 
over the amount which would be allowable 
if neither discovery value nor percentage 
depletion were used, (2) by the amount by 
which any wholly tax-exempt interest ex- 
ceeds the interest paid on obligations in- 
curred to carry tax-exempt securities and 
(3) by any net operating loss deduction on 
the return. The first of these adjustments 
has the effect of adjusting the net loss to 
reflect the taxpayer’s actual economic in- 
come from the development of natural re- 
sources because it allows depletion based 
on cost rather than on one of the special 
methods provided in the Code. The second 
adjustment reduces the loss to the extent 
of the net income from tax-exempt securities. 
The third prevents a net operating loss 
irom being increased by one from another 
year, in order to avoid a pyramiding of losses. 


This net operating loss must first be 
carried back to the second preceding taxa- 
ble year and converted into a net operating 
loss deduction for that year. This is done 
by further reducing the net operating loss 
(1) by the excess of depletion deducted in 
the year to which the loss is carried over 
the amount which would be available if 
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neither discovery value nor percentage de- 
pletion were used, (2) by the net income 
from tax-exempt securities in that year, 
(3) by the amount of credit in that year 
for interest received on United States Trea- 
sury and saving bonds on a principal amount 
in excess of $5,000 and (4) by the amount 
of credit for dividends received in that 
year. The loss so computed is allowed as 
a deduction in the second preceding taxable 
year. To the extent that the carry-back is 
not used in the second preceding taxable 
year, it may be used in the first preceding 
taxable year. Once again it must be con- 
verted to a net operating loss deduction 
by making the four adjustments described 
as they exist in the first preceding taxable 
year. To the extent that it is not used 
in the first preceding taxable year, it may 
be carried over to the first succeeding 
taxable year and then to the second suc- 
ceeding taxable year. Here again the vari- 
ous adjustments for each of the years into 
which the loss is carried must be made. 
Any part of the loss which is not. con- 
sumed in this period is lost. 


Losses of Individuals 


The losses of individuals are carried back 
and forward in the same manner as are 
those of corporations, but the adjustments 
of the losses are somewhat different. In 
computing the net operating loss, the de- 
pletion, net. tax-exempt interest. and net 
operating loss deduction adjustments are 
exactly the same as in the case of corpora- 
tions; but in addition gains or losses from 
sales or exchanges of capital assets are 
taken into account at their full amount, 
capital losses are deductible only to the 
extent of capital gains and nonbusiness 
deductions are deductible only to the extent 
of nonbusiness income plus the net non- 
business capital gain, also taken at one 
hundred per cent. To convert the net 
operating loss to a net operating loss de- 
duction, all. of the aforementioned adjust- 
ments must be made, except the one relating to 
nonbusiness deductions, which are applicable 
to the year to which the loss is carried. 

It is most important to give careful 
consideration to all these factors for the 


purpose of determining how their effect can 
be controlled. 


Depletion Deduction 


The first reduction of the loss shown 
on the return is for the excess of depletion 
based on discovery value or a percentage 
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over that based on cost. In the case of 
certain types of minerals, if the fair market 
value of the mine is materially dispropor- 
tionate to the cost, the taxpayer may use 
as a basis for depletion the fair. market 
value at the date of discovery or within 
thirty days thereafter. In the case of oil and 
gas wells, coal mines, sulphur mines and cer- 
tain other mineral sources, a specific percentage 
of the gross income from the property may 
be used as the depletion deduction. 


In both of these methods the amount 
of the deduction is limited to fifty per cent 
of the net income from the property, which 
net income is computed without allowance 
for depletion. In view of this. limitation, 
where a taxpayer operates only one mineral 
property, percentage depletion or discovery 
value will never be allowable in a year in 
which a loss is sustained. But since the 
limitation is fifty per cent of the net income 
from that particular mineral property, there 
could be, if the taxpayer owns more than 
one mineral property, an allowable deduc- 
tion based on these special methods, even 
though the net incomes and net losses from 
all the properties, when combined, result in 
a net loss. It is in this type of situation 
that a net operating loss is affected. There- 
fore, extreme care should be taken in al- 
locating the costs to the various properties 
and in determining the net income from each. 


Tax-Exempt Interest 


The next adjustment to be made is that 


for tax-exempt interest. ‘This adjustiment 
applies only to interest which is wholly. 
tax exempt. Just as in the case of deple- 
tion, this item has a double-barreled effect 
because the loss is reduced to the extent 
of the wholly tax-exempt interest existing 
in the year of the loss and also that existing 
in the year in which the net operating loss 
is deducted. Any steps which cans be 
taken to avoid such an adjustment would 
obviously be very beneficial. A study should 
be made of all tax-exempt securities owned 
—their cost, their return, their current 
market value and the purpose which they 
serve. It may be found that in a year in 
which a loss is anticipated, or in which it 
is known that a net operating loss for 
another year will be deducted, it would be 
wise to dispose of some of these securities. 
For example, certain wholly tax-exempt 
securities may have dropped in market value 
to less than what they cost and, if sold, 
would result in a capital loss which would 
offset capital gains from other transac- 
tions. This would eliminate the tax on 
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the capital gains as well as the effect on 
a net operating loss. 


The two adjustments discussed apply 
equally to all taxpayers. A discussion of 
those which affect corporations alone follows. 


Dividends-Received Credit 


Any net operating loss which is carried 
back or forward is further reduced by the 
credit for dividends received in the year 
to which the loss is carried. In other 
words, if in that year, which is a profit 
year, dividends were received from domestic 
corporations, only fifteen per cent of the 
amount received was subject to tax; the 
eighty-five per cent which was not taxable 
is used to reduce the amount of the net 
operating loss deduction. Where these divi- 
dends or some of them are being received 
from a corporation controlled by the tax- 
payer, it would certainly be wise to refrain 
from paying a dividend—if there were no 
other reasons opposing this—in the year in 
which the net operating loss is to be de- 
ducted. This will prevent a decrease in 
the loss deduction by the:amount of the 
dividend; and since the corporation is a 
controlled one, the dividend can be paid 
in some subsequent year when it will have 
no such effect. 


An illustration will make this clear. As- 
sume that in 1947 Corporation X has a net 
operating loss in the amount of $300,000, 
and that prior years’ incomes have been 
wiped out by other losses, so that this 
$300,000 will be available to be carried for- 
ward into 1948; that Corporation X con- 
trols Corporation Y, which has surplus 
available from which it could declare a 
dividend, $100,000 of which would be re- 
ceivable by Corporation X in the year 1948; 
and that the net income of Corporation X 
in 1948, exclusive of this dividend, was 
$900,000. If the dividend was not declared, 
the 1948 net income would be reduced by 
the 1947 net operating loss of $300,000, in 
the event there were no other adjustments 
to be made, leaving a net income of $600,000. 
If the dividend was declared, the net op- 
erating loss deduction in 1948 would be 
only $215,000, the difference between the 
1947 loss and the eighty-five per cent divi- 
dends-received credit. Thus, the net income 
subject to tax for 1948 would be $900,000 
plus the dividend of $100,000 less the divi- 
dends-received credit of $85,000 less the net 
operating loss deduction of $215,000, or 
$700,000. This is $100,000 more than if no 
dividend had been declared. Under these 
facts, it might be wise to postpone the 
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dividend declaration to the next year and 
take full advantage of the credit for divi- 
dends received. 


Interest on Government Obligations. 


A corporation is also allowed to reduce 
its net income by the amount of interest 
on certain United States obligations in 
arriving at the net income subject to nor- 
mal tax. The amount of this interest 
which exists in a year into which a net 
operating loss is carried also reduces that 
net operating loss. Under certain circum- 
stances, it might be advisable to dispose of 
such securities and avoid this adjustment. 
Certainly if there were any intentions in 
the past to dispose of these securities, there 
should be no further delay in carrying out 
the action. ; 


If dividends or interest not subject to 
normal tax, or both, are received in the 
year of the loss, there need be no adjust- 
ments for them in computing the net op- 
erating loss because the loss used in the 
calculation is that prior to the credits for 
dividends and interest received. 


Postponement of Gain 


Taxpayers other than corporations are 
required further to reduce a loss by that 
portion of their net long-term capital gain, 
both in the year of the loss and in the year 
to which the loss is carried, which is not 
subject to tax. Also, in each of the years 
capital losses are allowed only to the extent 
of capital gains in computing the net op- 
erating loss and net operating loss deduc- 
tion. Therefore, taxpayers should make a 
careful study of all capital transactions be- 
fore entering into them. Taking a long- 
term capital gain in a particular year can 
prove to be very costly, and it could be 
avoided by postponement to another year. 


For example, assume that an individual 
has a net income of $50,000, which includes 
$6,000 representing one half of a net long- 
term capital gain in the year 1948. If that 
individual had a net operating loss carry- 
over of $5,000 from 1947, no part of the 
carry-over would be deductible in 1948 be- 
cause it would be wiped out by the $6,000 
of the net long-term capital gain not sub- 
ject to tax. All other factors being equal, 
the sale of the securities resulting in that 
gain should be postponed to a subsequent 
year which would not be affected by a net 
operating loss carry-over. The individual 
would then benefit by the net operating loss 
carry-over of $5,000, and would still have 
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the proceeds of the sale and pay a tax on 
only fifty per cent of the capital gain in 
subsequent year. 


The same thing applies to a net capital 
loss. If an individual had a net income 
of $50,000 in 1948, which included a de- 
duction of $1,000 for a net capital loss, 
a net operating loss carry-over of $5,000 
from 1947 into 1948 would be reduced to 
$4,000 because of the capital loss deducted 
in 1948. To postpone the taking of the 
loss to a subsequent year would allow full 
advantage of the net operating loss deduc- 
tion and also of the capital loss deduction. 


If the sale of the capital asset cannot be 
postponed, it may be possible to effect an 
installment sale or a deferred-payment sale, 
thereby postponing the taxability of the 
profits or deductibility of the losses to 
other years. If this cannot be done, an 
executory contract of sale at a fixed price 
might be entered into, with the actual 
passing of title postponed to another year. 
This is another method of achieving the 
same objective. 


Nonbusiness Deductions 


The final adjustment to be made by 
taxpayers other than corporations is to 
reduce the return loss by the excess of 
nonbusiness deductions over nonbusiness 
income plus the net nonbusiness capital 
gain in the year of the loss. Awareness 
of this should put everyone on guard with 
respect to nonbusiness deductions which 
could possibly be taken in another year 
instead of the year of the loss. 


Taxpayers on the cash basis certainly 
have a decided advantage on this score. 
They should try to postpone to the next 
vear the payment of nonbusiness deduc- 
tions to the extent that these would exceed 
nonbusiness income in the year of the loss. 
If the payment or accrual of these deduc- 
tions cannot be postponed, certain deduc- 
tions may most profitably be capitalized 
for tax purposes. Interest, taxes or catry- 
ing charges on real and personal property 
may, under certain circumstances, be capi- 
talized at the election of the taxpayer. If 
the taxpayer has a loss, the deductions of 
this nature which are nonbusiness might 
be of no value as deductions but, if capi- 
talized, would increase the cost basis of 
the asset. The benefit of these payments 
would thereby be gained upon a_ subse- 
quent sale of the asset. 


Thought should also be given to the idea 
of bringing nonbusiness income and non- 
business capital gains into the year of the 
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operating loss so as to offset them against 
nonbusiness deductions. Great care should 
be exercised before taking any action with 
regard to the creation of capital gains be- 
cause too large a capital gain can produce a 
reverse result from that desired. For ex- 
ample, if an individual has a net loss of 
$10,000 from all sources, which includes 
nonbusiness deductions of $3,000 and no 
nonbusiness income, he has a net operating 
loss of $7,000. If he created a nonbusiness 
long-term capital gain of $8,000, his net 
operating loss would be $2,000, and he 
would save the tax on fifty per cent of 
the capital gain, or on $4,000. Thus, he 
would lose $5,000 of his net operating loss 
as against a tax saving on only $4,000 on 
the capital gain. However, if he created 
such a gain of only $3,000, he would still 
have a net operating loss of $7,000, but 
would not pay tax on $1,500, which is 
fifty per cent of the capital gain. 


There has been a good deal of difference 
of opinion and litigation as to whether 
certain losses should be considered as at- 
tributable to the operation of a trade or 
business regularly carried on or be treated as 
nonbusiness deductions which serve to reduce 
a net operating loss in the case of taxpayers 
other than corporations. 


The Commissioner has held that a loss 
on the sale of real estate used in the busi- 
ness of managing and operating income- 
producing real estate is not so attributable 
because the taxpayer is not a regular trader 
or dealer in real estate. Since the property 
has been held primarily for use in business 
rather than for sale in business, it is con- 
sidered by the Commissioner not to qualify. 
It was so held in I. T. 3711, 1945 CB 162. 


Merrill Case 


The courts have consistently followed 
the Commissioner’s view. In Joseph L. Mer- 
rill [CCH Dec. 15,997], 9 TC 291 (1947), 
the Tax Court held that the loss on the 
sale of a partnership interest might not be 
used as part of a net operating loss because 
the taxpayer was not in the business of 
buying and selling partnership interests. 
This decision was affirmed by the United 
States Court of Appeals for the Second 
Circuit on March 9, 1949, 


The Circuit Court’s decision ([49-1 ustc 
{ 9203] 173 F. (2d) 310) was based on differ- 
ent grounds from that of the Tax Court. 
The facts in the case, briefly, were that the 
taxpayer, a member of a partnership, had 
paid the other partners a certain sum of 
money upon his withdrawal from the part- 
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nership, in return: for which consideration 
they agreed to indemnify him against cer- 
tain contingent liabilities which might arise 
against the partnership. The Circuit Court 
held that this was not a sale of a partner- 
ship interest as decided by the Tax Court. 
Nevertheless, it agreed with the decision of 
the Tax Court on the basis that the pay- 
ment by the taxpayer to the other partners 
was for their promise to absolve him from 
liability for the possible claims of firm 
creditors. A payment made to obtain such 
a guarantee is not, said the court, a loss 
attributable to the operation of a trade or 
business regularly carried on by the tax- 
payer within the meaning of Section 122 
(d) (5). The court said further that had 
the payment been made to discharge the 
taxpayer from firm debts which were ac- 
knowledged to be due, he would have sus- 
tained a statutory net operating loss. 


In Foreman v. Harrison [48-1 ustc J 9303], 
decided by the District Court for the 
Northern District of Illinois on- June 1, 
1948, the same principle as the Tax Court 
applied in the Merrill case was applied to a 
manufacturer’s sale of the building which 
he used as a factory. In Joseph Sic [CCH 
Dec. 16,435], 10 TC 1096 (1948), and in 
Hartwig N. Baruch {CCH Dec. 16,513], 11 
TC—, No. 14 (1948), the same principle 
was applied to a sale of farmland by a 
farmer. In Milton H. Pettit [CCH Dec. 
16,448 (M)], 7 TCM 357 (1948), the prin- 
ciple was applied to a loss on a sale of real 
estate used in growing and marketing cit- 
rus fruits. 


One of the most recent cases is that of 
Aaron E. Bergstein [CCH Dec. 16,818 (M)], 
8 TCM 106 (1949), in which it was held 
that the taxpayer, who was a manufacturer 
of trousers, could not treat as part of a net 
operating loss a loss on the liquidation of a 
night club and a loss on the sale of a 
bowling alley. 






Lazier Case 


There is only one other decision on the sub- 
ject in a United States Court of Appeals beside 
that in the Merrill case, and that is the decision 
in Lazier v. U. S. [48-2 ustc J 9402], 170 F. 
(2d) 521 (CA-8, 1948). Here the question 
was whether a loss on the sale of land by a 
farmer, which land he had farmed, could 
be included as part of any net operating loss. 


The Circuit Court affirmed the District 
Court of North Dakota in disallowing such 
a loss as part of the net operating loss even 
though it was allowable as a deduction 
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for the year in which it was incurred. The 
court reviewed all of the prior decisions by 
the Tax Court and District Court, and 
concluded that the Commissioner was jus- 
tified in his interpretation in view of the 
language used by Congress, the apparent 
purpose of the statute and the qualifica- 
tion of the term “net operating loss” by 
the various limitations including Section 


122 (d) (5). 


The taxpayer argued that since such loss 
is concededly an allowable deduction for 
the year of the loss, it complies with the 
provision in the Code which defines “net 
operating loss” as “the excess of the de- 
ductions allowed by this chapter over the 
gross income with the exceptions, addi- 
tions and limitations provided in subsec- 
tion (d),” and that 122 (d) (5) does not 
apply. The court, obviously impressed with 
this argument, stated that the Commis- 
sioner and other courts may have miscon- 
strued the intent of Congress, and that 
the Congressional language could have been 
simpler. However, the court concluded, it 
was not sufficiently convinced that the 
statute had been misconstrued to permit 
overruling the other courts and the Com- 
missioner. The court even went so far as 
to suggest that the taxpayer file a petition 
for certiorari with the Supreme Court. 


A study of this decision leaves one with 
the feeling that the court was definitely 
not certain that it was correct, but that 
because there were insufficient grounds to 
cause it to reverse prior decisions, it “passed 
the buck” to the Supreme Court. 


Apparently the two Circuit Court deci- 
sions have left the door open just a little 
for the possible reversal of the trend shown 
by the other courts. 


There are other principles which must 
be watched in the use of the net operating 
loss deduction. 


Who May Take Deduction? 


Such a deduction is allowed only to the 
taxpayer who suffered the loss, and not to 
a successor, predecessor or some other en- 
tity. This is so even though in the case 
of a corporation the two companies might 
have had the same shareholders. (New 
Colonial Ice Company v. Helvering [4 ustc 
q 1292], 292 U. S. 435.) Apparently the 
only situations in which this would not 
occur are those in which there is merely 
a change of name or in which the formation 
of the new company is a direct result of 
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circumstances beyond the old company’s 
control. (Alprosa Watch Corporation [CCH 
Dec. 16,559], 11 TC 240; Anheuser-Busch, 
Inc. v. Becker [40-1 ustc J 9295] (DC Mo., 
1940).) However, it is not advisable to 
rely on these situations. 


In the case of a corporation which has 
suffered losses and wishes to change its 
business or add a new line of business, it is 
suggested that the same corporate entity 
be continued with the addition of a new 
department if necessary. A complete change 
in the nature of the business carried on 
does not deprive the taxpayer of its carry- 
overs or carry-backs. (Alprosa Watch Cor- 
poration, supra.) 


Where an individual decides to enter into 
a partnership or, in the reverse, dissolves 
a partnership, and the individual partners 
carry on the business separately, losses 
subsequently incurred may be carried back 
by each individual and losses previously 
incurred may be carried forward by each 
individual. Thus, in a case of individuals 
and partnerships which wish to go from one 
form to the other, it is relatively safe to do 
so without fear of losing the benefit of a 
net operating loss. 


If an individual desires to start a business 
and operate in the corporate form, he should, 
rather than create a new corporation, seek to 
purchase the stock of a corporation already in 
existence, regardless of the business in which 
it is engaged. Should this corporation have had 
any losses, they would be available to be car- 
ried forward and applied against profits under 
the new ownership. Conversely, should the 
new business have losses, as would be very 
likely, they could be carried back against 
any. prior years’ profits of that corporation, 
and a refund of taxes paid in those prior 
years could be secured. Such refund could 
serve as a cushion in the beginning of a 
new business, and the investment of the 
purchasers of the stock of the corporation 
could thereby be reduced by that amount. 


Stock or Assets? 


If a corporation is contemplating the 
purchase of another corporation, careful 
consideration should be given to whether 
to purchase the outstanding stock or to 
acquire its assets. If the acquiring corpo- 
ration expects the business which it is 
purchasing to operate at a loss, and if it 
has itself had profits in prior years, it 
should purchase the assets of the other 
corporation. In that way the losses suf- 
fered will be available to be carried back 
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against the purchasing corporation’s profits 
for prior years, and a refund of taxes paid 
may be secured. On the other hand, if the 
corporation to be acquired has itself had 
high profits, and it is felt that it will con- 
tinue to operate profitably, the outstanding 
stock of that company might be purchased 
instead of the assets. 


Taxable Year 


Regulations 111, Section 29.122-1, pro- 
vide that a fractional part of a year which 
is a taxable year under Section 48 (a) of 
the Code is a preceding or succeeding tax- 
able year for purposes of the net operating 
loss deduction. Section 48 (a) provides 
that “taxable year” means, in the case of a 
return made for a fractional part of a year 
under the Code, the period for which such 
return is made. Thus, there is a situation 
where a period of less than twelve months 
might constitute a taxable year for pur- 
poses of the net operating loss deduction. 
It is conceivable that under such circum- 
stances a net operating loss may be used 
up in a period of four months because 
each of the months constituted a taxable 
year. This would, of course, be an extreme 
situation, but not an impossible one. 


There can be variations of this situation 
where the net operating loss of a particular 
year will be used over a period longer than 
four months but less than four complete 
years. This will occur at any time that 
the taxpayer has one or more short taxable 
years, but less than four, resulting from a 
change in accounting period, ‘liquidation 
or formation of a new business, or for some 
other reason. 


Any action which will cause a - short 
taxable year should not be taken until a 
determination is made as to whether a net 
operating loss will be affected, because the 
advantage of such a loss might be materially 
lessened by creating even one extra taxable 
year. For example, if a business had very 
high profits in 1946 but small profits in 
1947, decided in 1948 to change from a 
calendar year basis to a fiscal yéar ending 
on June 30, and had only small profits in 
the period ending June 30, 1948, and if it 
should have a net operating loss in the 
fiscal year ending June 30, 1949, the benefits 
of such loss will be substantially decreased 
because no part of it can be used to apply 
against the 1946 profits. All of it will have 
to be applied first against 1947 profits and 
then against the income of the six-month 
period ending June 30, 1948. It might very 
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well be that this loss was realized principally 
in the six months between July 1, 1948, 
and December 31, 1948; and if the taxable 
period had not been changed, it could have 
been used in 1946, the high profit year. 


Loss for Short Period 


Relative to a change of accounting period 
and also to any contemplated change in 
the business form, each of which would 
create a new taxable period, other factors 
must be considered. If a business suffers losses 
during a certain period in the year, it might 
be wise to make the change on a date which 
will create a loss for the short period. 


For example, if a partnership is to be 
changed to a corporation, and losses for 
the first six months of a calendar year but 
profits for the second six months are antici- 
pated, the change might be made on June 30. 
In that way the individual partners will 
have a net operating loss to carry back on 
their own returns. The same would apply 
to any business where a change in account- 
ing period is contemplated. Even if there 
is no loss, the change might be made at 
the end of a period of small profits, so 
that in the case of an individual who has 
had a large amount of income from other 
sources, the, tax on the income from the 
business will be postponed to another year 
when he may have less income. This, of 
course, saves him from paying tax in the 
higher brackets. Since corporations also 
pay tax on the basis of graduated rates, 
the same principle would apply. 


In many instances it is wise to create or 
increase an operating loss. Where a busi- 
ness has had large profits and paid high 
taxes, such a loss could reduce the tax 
burden in the higher brackets through the 
means of a net operating loss carry-back. 
Also, a company can acquire or bring into 
existence other departments which it is 
certain will be profitable, with the knowl- 
edge that the operating loss in the current 
year will serve to offset the profits of these 
new departments; and if there has been a 
cost of acquisition, the net operating loss 
will materially reduce that cost. In this 
situation care must be taken to guard 
against the possibility of the application 
of Section 129 of the Code, which provides 
generally that a taxpayer will not be permit- 
ted to benefit from any deduction, credit 
or allowance which results from the acquisi- 
tion of a corporation for the principal 
purpose of evasion or avoidance of federal 
income or excess profits tax. 
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Acquisition of New Business 


On the other hand, a profitable business 
can seriously consider the acquisition of 
one which has been losing money where, 
of course, all the other factors are favor- 
able. The losses which this new acquisition 
would incur can be used as carry-backs 
against the profits of the original business, 
so that the investment in the new business 
will be materially lessened. As previously 
explained, this will be so only if the new 
business is made a part of the old one 
since if it is a different entity, its losses 
will not be available to be carried back 
against the profits of the old business. 


A typical situation in this category occurs 
where Corporation X desires to acquire 
the formula of a particular product held 
by Corporation Y, which has been losing 
money. Corporation Y refuses to sell the 
formula, but its stockholders are willing 
to dispose of the entire business. Corporation 
X, which has had substantial profits in the 
past and expects them in the future, should 
purchase the assets of Corporation Y, in- 
cluding the formula, and set up a new 
department within itself to carry on the 
business of Corporation Y. Should this 
new department lose money, the losses 
will be offset to a large extent by the tax 
refunds resulting from the operating loss 
carry-backs. 


Seeley Case 


A net operating loss can also prove bene- 
ficial where a deficiency in tax has been 
paid for a prior year. A carry-back will 
eliminate not only the tax deficiency but 
also the interest paid thereon. It was so 
held by the United States Court of Appeals 
for the Third Circuit in Seeley Tube and 
Box Company v. Manning [49-1 ustc J 9113], 
172 F. (2d) 77 (1948), rev’g [48-1 ustc 
7 9199] 76 F. Supp. 937 (DC N. J.). 


Seeley Tube and Box Company filed 
income and excess profits tax returns for 
the taxable year ending in 1941 and paid 
the taxes shown to be due. The Commis- 
sioner assessed deficiencies in taxes, together 
with interest, for that taxable year. Subse- 
quently the taxpayer filed claims for refund 
based on a carry-back of a net operating 
loss from the taxable year ending in 1943. 
The claims were for the entire amount of 
taxes paid for 1941 and for an abatement 
of the deficiencies in taxes and interest not 
yet paid. The Commissioner allowed the 
claims and granted an overassessment for 
all taxes, but refused to refund an amount 
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equal to the interest assessed on the defi- 
ciencies in taxes. 


The Commissioner argued that because 
the deficiency taxes had existed for some 
time before the occurrence of a net oper- 
ating loss resulted in their abatement, he 
was not legally permitted to refund the 
statutory interest thereon. The taxpayer 
argued that no interest is due on defi- 
ciencies in taxes which have been found 
not to exist. 


The District Court sustained the Com- 
missioner. It held that the interest is not 
a tax even though it is collected as part of 
the tax, but rather is intended to be com- 
pensation to the government for the delay 
in the payment of taxes legally assessed. 
Therefore, the court ruled, while the right 
to collect the additional taxes was abolished 
by the carry-back, the right to collect the 
interest as compensation was not. 


The Circuit Court disagreed with the 
District Court. In an opinion by Judge 
Goodrich it is reasoned that interest, where 
not part of an agreement, represents dam- 
ages for the detention of money, and that 
here there was no detention of money. The 
taxpayer did not owe the government any 
money and, in fact, was entitled to a refund. 
As the court said, “the interest on nothing 
(what the taxpayer owed the Government) 
is necessarily nothing.” 


This decision is the first one by a Circuit 
Court on this issue. The Commissioner is 
appealing to the Supreme Court, which has 
granted certiorari. The only other case in 
point was decided to the contrary by the 
District Court of Minnesota, which relied 
on the decision of the District Court in 
this case. See Brandtjen & Kluge, Inc. v. 
U. S. [48-1 ustc 7 9311], 78 F. Supp. 509. 
The Circuit Court took cognizance of that 
case and in effect overruled it. 


Intentional Loss 


The manner in which a loss can be 
created or increased is simple, and depends 
largely upon a careful analysis of business 
conditions and methods of operations and 
upon foresight. Every phase of the busi- 
ness must be studied thoroughly as to its 
relationship to the loss. If there have been 
large profits in the past, there is an oppor- 
tunity to use new experimental sales tech- 
niques which might prove unsuccessful. 
If they do, and result in a loss, there will 
at least be a cushion to fall back upon, 
consisting of the refund of taxes paid in 
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prior years based on a carry-back. With 
this thought in mind, the business might 
introduce new products, undertake large 
advertising programs and increase expendi- 
tures for development and research. In 
other words, the cost of operations may 
be substantially extended with the knowl- 
edge that any loss which results can be 
carried back to these profitable years, or 
carried forward if the experiments prove 
successful and develop profitably in the future. 


Inventory which is defective or obsolete 
can be disposed of and the loss thereon 
taken. Contractual and other obligations 
which are pending settlement can be deter- 
mined in this year and a deduction of any 
loss involved taken. Repairs and mainte- 
nance which may have been deferred for 
various reasons can be undertaken. 


If the business has old machinery which 
is no longer economically efficient, it can 
abandon it in order to create a loss. This 
gives an opportunity to increase the oper- 
ating efficiency of the organization at only 
part of the actual cost of purchasing and 
installing new machines. A complete pro- 
gram leading to the increase of future 
earnings can be undertaken through this 
means and through those of advertising, 
research, development, new sales techniques, 
efficiency studies and other methods. 


All of these means and others can be 
used in creating or increasing an operating 
loss in a particular year. Every election 
and every alternative to arrive at the greatest 
loss should be used so as to secure the 
largest possible refund of prior years’ taxes. 
If every advantage is not taken, it is con- 
ceivable that some or all of them will not 
be available in the future. 


When a taxpayer does suffer a net oper- 
ating loss, it is possible to secure a refund 
of the prior years’ taxes very quickly, with 
elimination of the long waiting period under 
the regular procedure of filing a claim for 
refund and waiting for examination and 
determination by the Commissioner. This, 
of course, is of material aid in financing 
such a loss. Care should be taken that 
this benefit is not lost by dilatory action. 


Deferment of Unpaid Taxes 


Corporations are given an additional ad- 
vantage in that if they anticipate an oper- 
ating loss in a particular year, they may 
defer the portion of the preceding year’s 
tax which has not yet become due. 
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Under Section 3779, if.a corporation is 
reasonably certain that it will suffer a net 
operating loss during the current taxable 
year, it may file an application to secure 
a deferment of any unpaid installments on 
the tax due for the previous year which 
have not yet become payable. The tax 
payment deferred is limited to the amount 
by which the anticipated net operating loss 
will reduce the taxes for preceding years 
as a result of a deduction thereof for 
those years. For example, if for 1948 it is 
estimated that there will be a net operating 
loss which, when carried back to 1946 as a 
deduction, will eliminate $25,000 in taxes 
paid for 1946, any installments of the 1947 
tax which have not been paid and are not 
yet due may be deferred to the extent of 
$25,000. Any amount over that must be paid. 


An estimated net operating loss for 
the current year may result in a reduction 
of tax for the second preceding year only— 
in the above example, 1946; or if as a result 
of this net operating loss deduction for 
1946 there is an unused excess profits credit 
in 1946, this credit may be carried back 
to 1944 and, to the extent not used in 
1944, ‘to 1945. The total reduction in 
taxes as a result of such carry-backs may 
be used to defer the payment of the 1947 tax. 


A delinquent installment which has be- 
come due before the application is filed 
may not be deferred. Where a deficiency 
in tax has been assessed by the Commissioner, 
there is no delinquency until after the 
tenth day following notice and demand 
for payment. 


Termination of Extension 


When an application is filed, the extension 


of time for payment is automatic, and 
there is no need to wait for word from 
the Commissioner or the collector. The 
extension terminates on the last day of 
the month on which the return is due for 
the year of the loss. Thus, if the loss is 
incurred in the taxable year ending Decem- 
ber 31, 1948, the extension of time would 
terminate on March 31, 1949. The exception 
to this rule occurs where an application 
has been filed before such date for a tenta- 
tive carry-back adjustment. In this case 
the deferment does not terminate as to the 
amount claimed in the application until 
the Commissioner gives notice of the 
allowance or disallowance, in whole or in 
part, of the tentative carry-back adjustment. 
If the Commissioner determines that the 
application for deferment is incorrect or 
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unreasonable, he may disallow it. Such 
action by him is conclusive; there is no 
appeal therefrom. 


Contrary to what might be expected, 
interest must be, paid on the amount of 
tax deferred. The rate is three per cent 
on the amount satisfied as a result of a 
tentative carry-back adjustment, and _ it 
accrues up to the date of such satisfaction. 
On the balance of the deferred tax the 
rate of interest is six per cent, and it 
accrues up to the date of payment. Thus, 
if no application was filed for a tentative 
carry-back adjustment, six per cent interest 
would have to be paid on the entire deferred 
amount. All of the interest begins to 
accrue on the date that each installment 
of the deferred amount would be payable 
if it were to be paid in four installments. 
For example, if any part of the 1947 tax 
was deferred, all interest would begin to 
accrue on one fourth of the tax on March 
15, 1948; on the second fourth on June 15, 
1948; on the third fourth on September 
15, 1948; and on the last fourth on Decem- 
ber 15, 1948. 


Congress recognized the possibility that 
some corporations might take unreasonable 
advantage of this provision. To prevent 
this, a penalty of five per cent is imposed 
on any amount deferred beyond the yeat 
in which the payment is due in excess of 
125 per cent of the amount to be refunded 
as shown in the application for a tentative. 
carry-back adjustment. 


Section 3780 


Section 3780 permits any taxpayer—cor- 
poration, individual, estate or trust—which 
has actually suffered a net operating loss 
for a taxable year to file an application for 
a tentative carry-back adjustment, and 
thereby quickly to secure a refund of taxes 
resulting from the deduction of the carry- 
back. This application must be filed on or 
after the date on which the tax return for 
the year of the loss is filed, but not later 
than twelve months from the end of the 
year of such loss. 


The Commissioner is given ninety days 
from the date on which the application is 
filed or from the last day of the month in 
which a return for the year of the loss is 
due (including extensions of time for filing), 
whichever is later, in which to make a 
limited examination of the application for 
errors in computation. If he finds that 
such errors cannot be corrected within the 
ninety days, or if he finds material omissions, 
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he may disallow the application. If this 
occurs, the taxpayer has no rights of appeal 
since such application is not a claim for 
refund. The only remedy is to file a regular 
claim for refund in the usual manner. 
This must be done within three years from 
the due date of the return for the year of 
the loss (except that to the extent that the 
carry-back or carry-over is affected by a 
bad debt or loss from worthless securities, 
seven years are allowed). 


Within the ninety-day period the net 
amount of tax reduction resulting from the 
carry-back must be refunded to the tax- 
payer. In the case of a corporation which 
applied Section 3779, the amount so deferred 
is first satisfied and the balance, if any, 
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is refunded. Where at a later date the 
Commissioner finds that he erred in handling 
all or part of the tentative carry-back 
adjustment, he may assess the excess amount 
of the refund as a deficiency, just as if it 
were due to a mathematical error on the 
face of the return as provided in Section 272 
(f). If he elects to do so, all restrictions 
on assessment and collection are eliminated; 
the taxpayer’s only remedy is to file a regular 
claim for refund. 


It must be patent to everyone that carry- 
backs and carry-overs merit a great deal of 
attention in any business. If there is care- 


ful planning for them, many tax dollars can 
[The End] 


be saved and profits created. 


Treasury Department 








PUBLIC EMPLOYMENT IN JULY, 1949 





With the usual summer decline in school employment, total governmental pay rolls 


and number of employees were less in July, 1949, than three months earlier. 


As compared 


with July, 1948, however, public pay rolls were up 6.9 per cent and the total number of 


governmental employees, 2.3 per cent. 


The number of persons employed by all governments in the nation in July—5,418,000 
—was practically the same as the total of public employment in July, 1946. Federal em- 
ployees, however, numbered but 2,106,000 as against 2,690,000 three years earlier, while 
employment by state and local governments rose from 2,754,000 to 3,312,000 during this 


three-year period. 


Except during the summer period, when paid school employment drops off about one 
half, state and local governments altogether currently have about twice as many employees 


as the federal government. 


These figures reflect a slackening of the upward postwar trend in number of state and 
local government employees, which increased in total only 2.6 per cent from July, 1948, to 


July, 1949, as against 6.6 per cent in 1947-1948 and ten per cent in 1946-1947. 
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ARTOONISTS are prone to characterize 
wealthy persons as wallowing in divi- 
dends.* That concept in archaic. The car- 
toonists should get hold of the Internal 
Revenue Code, with results which could be 
beneficial to both. 


Cartoonists and wealthy persons may be 
like “the law of the Medes and Persians, 
which altereth not”;’ yet dividends as an in- 
strument of corporate financial policy have 
lost in favor. Section 23 (b) of the Code 
allows interest as a deduction in computing 
taxable net income. But dividends may not 


be taken as a deduction—at least, not as 
dividends.* 


The John Kelley Company operated a 
retail furniture store in Marion, Indiana, the 
stockholders being members of one family. 
As part of a plan of recapitalization, existing 
preferred shares were replaced by eight per 
cent, twenty-year “income debenture bonds,” 
which were redeemable at the corporation’s 
option. Defaulted payments on the debentures 
did not accumulate, and on liquidation the de- 
bentures outranked only the common stock. 


About two years later, in 1939, another 
corporation likewise had a recapitalization. 
Talbot Mills was engaged in the manufac- 
ture of woven woolen and worsted fabrics 
in North Billeria, Massachusetts. This 
family corporation was operating at a deficit 
when it was decided that each stockholder 
would surrender four fifths of his shares for 
“registered notes” equal in face amount to 
the shares surrendered. Interest was to 
be from two per cent to ten per cent, de- 


21In literature, the same tendency exists— 
e. g., an ‘‘incarnation of fat dividends.’’ Charles 
Sprague, Curiosity. A Poem Delivered Before 
the Phi Beta Kappa Society (J. T. Buckingham, 
1829), p. 17. 

2 Daniel 7:12. 

3“Tt cannot be assumed that Congress used 
the word interest in such a broad sense as to 
include dividends.’’ Greenville Textile Company 
(CCH Dec. 66], 1 BTA 152 (1924). 
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pendent upon earnings; but the directors 
could defer any payments, although interest 
was cumulative. The notes could be sub- 
ordinated to any obligations maturing not 
later than the notes themselves. 


In each instance, the Commissioner dis- 
allowed payments against the securities as 
nondeductible dividends. 


On January 7, 1946, Mr. Justice Reed 
read the opinion of the Supreme Court:* 


“There is not present in either situation 
the wholly useless temporary compliance 
with statutory literalness which this Court 
condemned as futile, as a matter of law, in 
Gregory v. Helvering® ... The demonstrated 
possibility of sales by the holders of the 
obligations to persons other than stockhold- 
ers alone proves the differentiation. As ma- 
terial amounts of capital were invested in 
stock, we need not consider the effect of 
extreme situations such as nominal stock, 
investments and an obviously excessive debt 
structure. 


“From the foregoing statements of facts, 
it appears that the characteristics of all the 
obligations in question and the surrounding 
circumstances were of such a nature that 
it is reasonably possible for determiners to 
reach the conclusion that the secured annual 
payments were interest to creditors in one 
case and dividends to stockholders in the 
other case. In the Kelley case there were 
sales of the debentures as well as exchanges 
of preferred stock for debentures, a promise 
to pay a certain annual amount, if earned, 
a priority for the debentures over common 
stock, the debentures were assignable with- 
out regard to any transfer of stock, and a 
definite maturity date in the reasonable 
future. These indicia of indebtedness sup- 
port the Tax Court conclusion that the 


4 John Kelley Company et al. v. Commissioner. 
Talbot Mills v. Commissioner [46-1 ustc { 9133], 
326 U. S. 521. 

5 See ‘‘Tax Classics,’’ 1948—V. 


1001 















































































































































































































































































































annual payments were interest on indebted- 
ness. On the other hand, in the Talbot Mills 
case, the Tax Court found the factors there 
present of fluctuating annual payments with 
a two per cent minimum, the limitation of 
the issue of notes to stockholders in ex- 
change only for stock, to be characteristics 
which distinguish the Talbot Mills notes 
from the Kelley Company debentures. Upon 
an appraisal of all of the facts, the Tax Court 
reached the conclusions that the annual pay- 
ments by Talbot Mills were in reality divi- 
dends and not interest. ... 


or 


These cases now under consideration 
deal with well understood words as used 
in the tax statutes—‘interest’ and ‘dividends’. 
They need no further definition. . . . The 
documents under consideration embody ele- 
ments of obligations and elements of stock. 
There is no one characteristic, not even ex- 
clusion from management, which can be 
said to be decisive in the determination of 
whether the obligations are risk investments 
in the corporations or debts. So called stock 
certificates may be authorized by corporations 
which are really debts and promises to pay 
may be executed which have incidents of 
stock.” 


7c COURT found in favor of the John 
Kelley Company and against Talbot 
Mills. But Mr. Justice Rutledge could see 
no significant distinction and said: “The 
taxing statute draws the line broadly be- 
tween ‘interest’ and ‘dividends’. This re- 
quires one who would claim the interest 
deduction to bring himself clearly within 
the class for which it was intended. That 
is not done when the usual signposts be- 
tween bonds and stock are so obliterated 
that they become invisible or point equally 
in both directions at the same time.” 


“The leading cases in which the nature 
of the interest provisions was an important 
element in determining whether or not debt 
existed are the John Kelley and Talbot Mills 
cases decided in one opinion by the Supreme 
Court.”* But despite the absence of statu- 
tory signposts, there are some practical 
yardsticks. “The statute does not define an 
indebtedness. In deciding this question we 
must examine the characteristics of the obli- 
gations and all of the surrounding circum- 
stances. John Kelley Co. .. . The obligations 
in question have the caption ‘debenture’; they 
have fixed maturity dates; interest is pay- 





® Allan F. Ayers, Jr., ‘‘Risk of Equity Mas- 
querading as Funded Debt in Closely Held 
Corporations,’’ Proceedings of the New York 
University Seventh Annual Institute on Federal 
Taxation (Matthew Bender & Company, Inc., 
1949), p. 130. 
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able monthly at fixed rates regardless of 
earnings; the right to enforce payment of 
principal and interest is not conditional; and 
on dissolution the obligees would rank with 
unsecured creditors to the exclusion of stock- 
holders, if necessary.”* Other yardsticks are 
“whether the instrument carries with it any 
right to participate in the management of 
the company,” * whether “the treatment ac- 
corded by petitioner itself-on its records 
and tax returns” indicates indebtedness,” 
“whether unpaid dividends bear interest,” *” 
whether “the investments can be withdrawn 
only at the dissolution of the corporation” ™ 
and whether the “bonds” were “freely trans- 
ferable independent of the stock.” ” 


w= the parties really had in mind is 
a vital factor. “In determining a ques- 
tion of this kind, of extreme importance is 
the intent of the parties.” “Nothing in the 
evidence outside of the certificate supports 
the view that the parties intended it to be 
a debt.” “Furthermore, the intention of 
the parties indicates that the debenture stock 
was stock rather than a debt.” ™ 


A corporation bought out a competitor 
and offered preferred stock in payment. The 
seller did not wish to be paid in this manner, 
but was told that no other financing was 
then possible and that this stock would be 
redeemed or exchanged as soon as feasible. 
In nine months, short-term debentures were 
exchanged for the preferred stock, which 
debentures had certain voting rights; but 
the court felt that this was for the purpose 
of security and not for the purpose of estab- 
lishing a proprietary interest. “In short, 
although subordinate to other debts, they ~ 
had most of the principal characteristics of 
an indebtedness. See John Kelley Co... . 
Upon all of the facts and circumstances pre- 





7250 Hudson Street Corporation [CCH Dec. 
15,346(M)], 5 TCM 722 (1946). 

8 Charles L. Huisking & Company, Inc. [CCH 
Dec. 14,322], 4 TC 595 (1945). : 

® Messenger Publishing Company (CCH Dec. 
15,993(M)], 6 TCM 988 (1947); aff’d [48-2 ustc 
f| 9327] 168 F. (2d) 903 (CCA-3, 1948). 

1% Commissioner v. Meridian & Thirteenth 
Realty Company [42-2 ustc J 9727], 132 F. (2d) 
182 (CCA-7, 1942). 

11 Green Bay and Western Railroad Company 
et al. v. Commissioner [45-1 ustrc { 9189], 147 
F. (2d) 585 (CCA-7, 1945). 

12 Cleveland Adolph Mayer Realty Corporation 
{CCH Dec. 15,079], 6 TC 730 (1946); rev’d on 
other grounds [47-2 ustc { 9219] 160 F. (2d) 1012 
(CCA-6, 1947). 

13 Verifine Dairy Products Corporation of She- 
boygan, Inc. [CCH Dec. 13,740], 3 TC 269 (1944). 

144 Parisian, Inc. v. Commissioner [42-2 ustc 
{| 9738], 131 F. (2d) 394 (CCA-5, 1942). 

% Mullin Building Corporation [CCH Dec. 
16,013], 9 TC 350 (1947); aff’d [48-1 ustc { 9261] 
167 F. (2d) 1001 (CCA-3, 1948). 
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sented by the record, we conclude that the 
parties to the transaction intended to create, 
and actually created, an indebtedness of 
petitioner. .. . It follows that the Commis- 
sioner erred in disallowing as interest the 
payments made on the debentures.” ” 


INCE THE INTENT of the parties can- 

not always be determined, the circum- 
stances of the security issue may be significant. 
“No loan was made to the corporation by 
the owners, either of property or of money. 
. .. The entire contribution was a capital 
contribution rather than a loan. . . . The 
distribution of the rent income, whether 
called interest or principal on debentures 
or dividends on shares, would go to the 
same persons.” “In the instant proceeding 
petitioner was not seeking a loan.”™ Yet 
the fact is more important than what the 
parties might have had in mind. “It is 
immaterial that the petitioner was not inter- 
ested in borrowing money at the time it 
issued the debentures. . . . We are also of 
the opinion that there is no merit in the 
{Commissioner’s] contention that the stock- 
holders of the old company paid in all of their 
property at the risk of\the petitioner; in other 
words, that it was a*capital contribution. 
We think it clear from the debentures that 
they constituted a debt of the petitioner.” ” 


The source of the funds may furnish a clue. 
“The advances here have few of the usual 
characteristics of commercial loans entered 
into in arm’s length transactions. All of the 
amounts were paid in to provide petitioner 
with funds to start business, hence all of it 
was working capital. ... No additional cap- 
ital was invested in the business, with the 
result that the notes were paid, as the par- 
ties intended, out of operating income. . ... 
There was no need to acquire an additional 
proprietary interest for the amounts, in view 
of the fact that the stock issued for the 
remainder of the advances gave each stock- 
holder the same control he would have had 
had stock alone been issued. . . . The sub- 
stance of the plan, which must prevail over 
the form thereof, was to make capital con- 
tributions, subject to the understanding of 
the participants, that they would be repaid 
in full if the petitioner had sufficient earn- 





16 Hemenway-Johnson Furniture Company, 
Inc. [CCH Dec. 16,473(M)], 7 TCM 380 (1948). 

111432 Broadway Corporation [CCH Dec. 
14,497], 4 TC 1158 (1945); aff’d [47-1 ustrc ] 9213] 
160 F. (2d) 885 (CCA-2, 1947). 

18 Elliott-Lewis Company, Inc. [CCH Dec. 
14,374(M)], 4 TCM 136 (1945); aff’d [46-1 ustc 
{| 9216] 154 F. (2d) 292 (CCA-3, 1946). 

19 Cleveland Adolph Mayer Realty Corporation, 
supra. 
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ings to make the payments without financial 
hardships to it.” ” 


Similarly, the “conclusion that the rela- 
tionship between the [security holders] and 
petitioner was that of preferred stockhold- 
ers, and nothing else, seems to us inescap- 
able. Any amount paid to the holders of 
that preferred stock, no matter how intri- 
cately designed and by whatever designation 
or book entry characterized, cannot have been 
other than compensation to the holders of the 
stock for the contribution of the capital 
which it represented. It follows that it can- 
not be deductible expense.” ™ 


F the putative “interest” is not an authentic 

payment for the use of funds, it is non- 
deductible. “In the business world ‘interest 
on indebtedness’ means compensation for 
the use or forbearance of money.”™ “Peti- 
tioner has not shown to our satisfaction that 
these payments by petitioner were in truth 
and substance compensation for the use of 
money.”™ Actually this is only a restate- 
ment of the Master: “[Interest] is the com- 
pensation which the borrower pays to the 
lender, for the profit which he has an oppor- 
tunity of making by the use of the money.” ™ 


“The determination of whether the six per 
cent so-called interest provided for in the 
debenture stock certificate is interest or 
dividends is a question of fact. John Kelley 
Co. v. Commissioner.”* Since fact controls, 
a sound business reason for the issuance of 
bonds is not requisite. “Whatever may be said 
of the reasons underlying the transaction there 
can be no doubt but that the debentures them- 
selves were genuine and evidenced by legal 
obligations of the petitioner. . .. While the evi- 
dence indicates that the issuance of the 
bonds may not have served any business 
purpose of the petitioner, the [Commis- 
sioner] recognizes in his brief that the busi- 
ness purpose test, as applied to the issuance 
of debentures, has not been regarded by this 
Court as determinative of the question of 
the deductibility of interest payments.” ™ 





2 Wilshire and Western Sandwiches, Inc. 
[CCH Dec. 16,493(M)], 7 TCM 406 (1948). 

21 Heymann Mercantile Company, Inc. [CCH 
Dec. 16,703(M)], 7 TCM 856 (1948). 

22 Deputy v. du Pont [40-1 ustc { 9161], 308 
U.S. 488 (1940). 

23 Louis Adler Realty Company, Inc. [CCH 
Dec. 15,086], 6 TC 778 (1946). 

24 The Works of Adam Smith (T. Cadell and 
W. Davies, 1812), Vol. II, p. 79. 

*% Pottstown Finance Company, Inc. v. U. 8. 
[47-2 ustc { 9362], 73 F. Supp. 1011 (DC Pa., 
1947). 

2° Toledo Blade Company [CCH Dec. 16,736], 
11 TC 1079 (1948). But the Commissioner has 
other methods of attack. See Robert S. Holz- 
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“Nor is it important whether a business 
purpose was served by the reorganization. 
The question is whether the debentures 
issued in that reorganization constituted in- 
debtedness of the petitioner and the amounts 
paid as ‘interest’ thereon, thus deductible from 
gross income.” 


HAT the debentures are in approved 

legal terms means little; thus, “for tax 
purposes, their conformity to legal forms is 
not conclusive. ... We therefore bypass the 
examination of the legalistic craftsmanship 
of the debentures which the taxpayer invites 
and go directly to the circumstances to de- 
termine whether, notwithstanding their form, 
the substance of the transaction which they 
purport to evidence was in actuality a loan 
or indebtedness and whether the substance 
of the accrual sought to be deducted is in 
reality interest.” * 

Where a legitimate intention to employ 
a bond could be seen, the courts have been 
amazingly liberal. A corporation defaulted 
on its bonds, but the holder did not wish to 
foreclose. Therefore, contracts were issued 
whereunder (a) the bonds were replaced 
by preferred stock and (b) the holders of 
the common stock guaranteed the preferred 
dividends and the regular retirement of the 
preferred shares. Said the court: “When the 


man, Corporate Reorganizations: Their Federal 
Tax Status (Ronald Press Company, 1948), p. 
204. 

27 Andersen Corporation [CCH Dec. 15,187(M)], 
5 TCM 392 (1946). 

3% 1432 Broadway Corporation, supra. 


whole transaction is viewed in the light of 
actualities, it is clear that the preferred stock- 
holders remained creditors of the corporation, 
and that the payment on the obligation was 
deductible as interest.” * 


UT THE COURTS have been severe 

when the taxpayer’s intention has not 
seemed to be the creation of bona fide in- 
debtedness. A corporation was formed with 
a capitalization of $200 in stock and $250,000 
in ninety-nine-year, eight per cent “income 
debentures,” all of which securities ‘were 
exchanged for property. The court dis- 
allowed the interest deduction. “No cred- 
itor dealing at arm’s length, except in the 
last extremity of obvious uncollectibility, 
would have consented to accept such a 
means of payment. In a prosperous and solvent , 
corporation like petitioner, the instrument in 
question was in every material respect the 
equivalent of an equity security, not the 
evidence of a debt.” ® 


Payments which actually have the char- 
acteristics of dividends may not be deducted, 
regardless of the artistry of attorney and 
accountant. Dubious and custom-tailored 
“interest” payments may be disallowed. “But 
Common Interest always will prevail.” ™ 


[The End] 


27 Bowersock Mills & Power Company [49-1 
ustc § 9168], 172 F. (2d) 904 (CA-10, 1949). 

% Swoby Corporation [CCH Dec. 16,123], 9 TC 
887 (1947). 

31 John Dryden, 
(1681). 
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STOCK TRANSFER, DOCUMENT RECORDING—NEW LAWS 


Kansas.—The following fees, charged by 
the register of deeds, are now in effect: for 
recording deeds, mortgages or other instru- 
ments, 35¢ per folio; for each additional 
folio, 15¢; for recording any release or as- 
signment of real estate mortgage, where the 
same is endorsed on the original in the first 
folio, 50¢. Ch. 260. 


Nebraska.—The following fees are now in 
effect: for recording instruments, $1.25 for 
the first 200 words and 2¢ for each ten words 





thereafter; for copying of record, 2¢ for each 
ten words; for filing a chattel mortgage and 
assignment or copy thereof, 20¢. The fee 
for entering satisfaction of mortgage or lien 
on real estate on margin of record is elimi- 
nated. L. B. 507. 


New York.—Deliveries by or transfers 
from the name of a broker to a customer 
for whom and upon whose order he has pur- 
chased the stock are exempt from the stock 
transfer tax. Ch. 143. 
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Books... 


For Better Bookkeeping 


Farm Records. John A. Hopkins and Earl 
O. Heady. Iowa State College Press, Press 
Building, Ames, Iowa. Third edition, 1949. 
303 pages. $3.75. 


This book is divided into six parts: Plan- 
ning the Farm Business and the Physical 
Records, The Farm Inventory—Valuation, 
Double Entry Financial Accounts, Single 
Entry Financial Accounts, Analysis of Farm 
Records and Some Special Problems. 


In the introduction the authors state that 
their chief purpose in writing this book is 
to “develop practical applications of accounts 
and records in the management of the farm.” 
Although this is primarily a textbook used 
in college and agricultural extension work, 
it would be of value to any farm manager, 
for it emphasizes the understanding of prin- 
ciples, not the memorization of rigid tech- 
niques and standard accounting forms. “The 
general principles outlined . . . apply to all 
forms and systems of records. An under- 
standing of these methods and principles 
provide flexibility for treating varying farm 
situations and accounting systems.” 


A Fast-Growing City 


History of the Development of Building 
Construction in Chicago. Frank A. Randall. 
University of Illinois Press, Urbana, Illinois. 
1949. 388 pages. $5. 


The three sections of this unusually well- 
illustrated book tell of the growth and early 
development of Chicago, early Chicago build- 
ers and milestones in building construction, 
i.e., a chronological account of Chicago 
buildings. The book is a “detailed history 
of the structures, the foundation engineer- 
ing and construction methods, and the plan- 
ners and builders” of Chicago. It begins 
with the building of a log cabin near the 
lake shore by Jean Baptiste Point de Saible 
in 1779, almost one hundred years before 
the great Chicago fire of 1871, and traces 
the development of the city to the present 
day. 


Books ... Articles 


.. Articles 


Whether one is interested as a real estate 
expert, a city planner, a sociologist or merely 
a curious layman, this book provides a wealth 
of specific and general information insep- 
arably bound to the history and industry 
of one of the nation’s largest cities. 


Taxes and the Light Bill 


The Effects of Higher Income Taxes on 
Electric Utility Enterprises. Herbert B. 
Dorau and J. Rhoads Foster. EcoStat 
Research Incorporated, 88 Chestnut Street, 
Ridgewood, New Jersey. 1949. 104 pages. 
$2.50. 


This book was undertaken at the request 
of the Edison Electric Institute, the National 
Association of Electric Companies and the 
Association of Edison Electric Illuminating 
Companies. It is “directed in form to the 
impact of increased capital productivity tax- 
ation of the electric industry” and “to the 
question of what would be the prospective 
effect on the national economy of increased 
income taxes.” 


Canadian Fisc 


Financing Canadian Government. A. E. 
Buck. Public Administration Service, 1313 
East 60th Street, Chicago, Illinois. 1949. 
367 pages. $5. 

Mr. Buck has not written this book as a 
complete study of Canadian governmental 
finance, for there are several excellent sources 
of this information in Canadian treatises. 
He is attempting to give the United States 
citizenry a nodding acquaintance with the 
broader aspects of Canadian government 
before outlining the development, structure 
and problems of its finance. 


Freedom to Get Ahead 


Small Business: Its Place and Problems. 
A. D. H. Kaplan. McGraw-Hill Book Com- 
pany, Inc., 330 West 42nd Street, New York 
18, New York. 1948. 281 pages. $3.25. 

This reviewer never reads a partnership 
tax case without realizing the dynamics of 
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an enterprise economy which permits these 
businesses to start in a small way and re- 
wards hard work by successful expansion 
and steady growth. Without referring to 
citations, we remember a chain of service 
stations which started from a husband and 
wife’s beginning with one small station— 
a furniture store which grew over the years 
into a fair-sized organization—a machine 
shop which started in the basement of a 
home and in a relatively short period of 
time outgrew its basement beginning and 
soon outgrew its first plant. At the time 
the case came to court, more than one hun- 
dred employees were gainfully employed. 


These cases do not record unusual in- 
stances, but only those which came before 
the court because of their tax difficulties. 
The writers of the decisions, of course, made 
no attempt to analyze the importance of 
these firms to the economy, being only con- 
cerned with the tax liability of the tax- 
payer. 


The Committee for Economic Develop- 
ment, however, has concerned itself with 
the problem of small business, and its re- 
search proceeded along three avenues: 
What is small business, its place and its 
problems? 


How small must a firm be to be regarded 
officially as small business? Manufacturers 
are within the Census classification of small 
business if they employ less than one hun- 
dred people. The Department of Commerce’s 
yardstick, applied to wholesalers, excludes 
from the ranks of small business any whole- 
saler whose annual sales exceed $200,000. Re- 
tail and service businesses are classed as small 
if the annual sales or receipts are within 
$50,000. Mr. Kaplan puts together the vari- 
ous concepts of size and comes up with a 
composite definition which takes into con- 
sideration size, management, financing and 
area of operations. To him it is not sur- 
prising that “the term small business is 
sometimes called a slogan and not a. de- 
scription of an area enterprise.” 


Of the forty-five million persons who, in 
1939, were gainfully employed, business firms, 
outside of agriculture, accounted for twenty- 
eight million of them; of that business total, 
about eleven million worked for the three 
million firms with from zero to fifty em- 


ployees. Projected to present-day condi- 
tions, small business probably accounts for 
the employment of fourteen million per- 
sons in about four million small enterprises. 
Without more proof, these figures account 
for the place of small business in our econ- 
omy. And this place brings about all of the 
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problems which face these enterprises. As 
Mr. Kaplan explains it: 


“Today, as in the earlier periods of agi- 
tation on behalf of small enterprise, the 
public issue goes beyond any measures 
needed to alleviate current difficulties. It 
involves a re-examination of the place of 
small business in our economy and the pos- 
sibility of creating an economic climate in 
which small business may be virile and 
significant. 


“The last few generations have witnessed 
progressive concentration of economic con- 
trol. The development of big business has 
had its counterpart in the development of 
big government. Under widening govern- 
ment regulation big corporations tend to 
take on the character of quasi-public utili- 
ties. In the wake of big business has 
emerged big labor, commanding nation- 
wide powers in collective bargaining. Farm- 
ing, until recently regarded as the epitome 
of independent individual enterprise and the 
free market, has been brought under-a sys- 
tem of production controls, subsidies, price 
supports, and integrated marketing, all of 
which add agriculture to the other nation- 
ally managed areas of our society. Small 
business is thus left as the only relatively 
‘unadministered’ sector of the economy. 


“Of all economic elements, small business 
enterprises have been the least amenable to 
centralized control, hence a nuisance in a 
government-managed economy. This fact 
has been significant to Americans who are 
aware that elimination of independent small 
business featured the modification of the 
economic pattern in every country where 
totalitarian government waxed strong. It 
is hard to contemplate a vigorous middle 
class or a strong nucleus of independent 
voters without the small-business element. 
In serving its own interest small business 
serves as a social and political stabilizer, 
its very numbers acting as safeguard against 
concentration of power in any one group. 

“Small business enterprise is for a large 
part of the public the symbol of a society 
in which the hired man cai look forward 
to becoming his own boss.” 


Small business has most of the problems 
of big business plus the additional problem 
of getting along with big business. It does 
not, however, solve all of its problems as 
efficiently as big business does. Of special 
merit is that part of the book devoted to 
the relative efficiency of small business and 
its problems of management and research. 

What is the impact of federal tax policies 
upon this large group? 
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“The earlier analysis of business profits 
has made it clear that small business tends 
to experience a sharper drop in income 
when business is generally low and a 
sharper rise in profits when business activ- 
ity is high than is the case with the more 
broadly based big enterprise. A tax struc- 
ture that would release additional funds for 
consumer spending is especially significant 
for the well-being of small business because 
this group is concerned in retailing con- 
sumers, residential construction, apparel 
and food manufacturers.” A more detailed 
study of the tax problems is covered in 
another CED report which was conducted 
by Professor Graves. 


Small businesses cannot overlook small- 
business labor problems. 


“Labor, looking into recent global his- 
tory, may well realize that a climate of 
vigorous and independent small business is 
the very climate in which labor organiza- 
tions can operate freely. Both are symbols 
of a free society. 


“In industries where the small business 
predominates, there have been impressive 
examples of mutual understanding with 
management-labor cooperation in fostering 
the solvency and efficiency of the firms from 
which the wages of the workers are de- 
rived. In the mixed industries, where great 
industrial units exist along with small, there 
is need for more sympathetic attention to 
the fact that the small firms cannot meet 
all the conditions practicable in collective 
bargaining with large and highly depart- 
mentalized business units. Rigid craft clas- 
sifications, for example, are inimical to the 
small business, which requires versatility 
of its employees and more flexible rules as 
to hours or other working conditions than 
are essential in the more formally depart- 
mentalized big plant. 


“Small business, in turn, cannot be sup- 
ported by public opinion when its size is 
made an excuse for denying to the worker 
the benefits of stable and favorable work- 
ing conditions, where the small enterprise 
is able to follow the lead of big business. 


“Collusive agreements between labor and 
business to shut out new products and in- 
dependent enterprise must in the long run 
reduce the real income that labor can pro- 
duce and enjoy.” 


It is not easy for the average man to sift 
all the facts, investigate all the avenues of 
research and formulate on his own a phi- 
losophy about his business or his client’s 
business. The CED study has accomplished 
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what individually he cannot do. Here is a 
well-documented study of one of the most 
important facets of the jewel which is the 
American enterprise system, 


But, lest you think, as some do, that 
there should be a general kowtowing merely 
because of size, read the two concluding 
paragraphs of the book: 


“Small business cannot have its stability 
insured. It is obliged to keep abreast of 
the changes that make a dynamic economy. 
At the same time the increasing complexity 
of our economy makes new demands for 
regulation in the common interest so that 
small business can have its rightful place 
in the competitive market. 

“The American economy cannot in our 
day operate as though it were an open 
prairie where each man rides at will. Ina 
complex society all business can move more 
surely to its goal by the use of common 
roads and traffic signals. What small busi- 
ness may properly seek is equality of op- 
portunity to travel the roads. It cannot 
make progress when the highways are ob- 
structed with barriers and detour signs. The 
government must help to keep the highways 
clear but should not be expected to lead 
the small enterpriser by the hand. Ade- 
quate facilities for financing and fair access 
to the market are essential for the contin- 
uance of vigorous small business. The 
willingness of individuals to risk their sub- 
stance and their ability to meet aggressive 
competition are at least equally essential to 
support a going system of private enter- 
prise.” 

“Equality of opportunity”—that is what 
the partners in the tax cases started with 
and what they converted into property, in- 
come and tax revenue. 


National and International 
Reports Available 


The Tax Foundation has published two 
analyses of veterans’ benefits. Project Note 
Number 25, Federal Benefits to Veterans, was 
released on October 3. It “attempts to 
show the cost of federal benefits so far and 
to indicate probable future trends.” The 
annual cost of benefits paid to some nine- 
teen million living veterans and surviving 
descendants of veterans of all wars average 
$7 billion since 1946. 


This study has as a companion report 
Project Note Number 26, Cash Bonuses for 
World War II Veterans, a State-by-State 
Analysis. Data in this report are based 
largely on information received from state 
taxpayer associations, The Daily Bond Buyer, 
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Wall Street Journal, and Commerce Clearing 
House publications. 


Four international reports have been re- 
ceived this month from the Netherlands, 
Switzerland and Israel. The first two, pub- 
lications of the International Bureau of Fis- 
cal Documentation in Amsterdam, cover the 
Dutch-American and Belgian-Netherlands 
conventions on double taxation. Number 
one, The Dutch-American Double Taxation 
Convention, is written by Dr. Mitchell B. 
Carroll, President of the International Fis- 
cal Convention, and J. B. J. Peeters, Chief 
Inspector at the Netherlands Ministry of 
Finance. It contains a short commentary 
in English and includes the English and 
Dutch texts of the convention. Regula- 
tions concerning the treaty have not yet 
been issued, but will be supplied as a sup- 
plement for sixty cents. The second of the 
series, covering the Belgian-Netherlands 
convention, appears in French and Dutch. 
It is written by Maurice Donnay, Director 
of the Ministry of Finance of Belgium, and 
A. J. Van Den Tempel, Inspector of the 
Ministry of Finance, the Hague. Contents 
include the agreements reached and the text 
of the convention. Both may be obtained 


from L. J. Veen Limited, Publisher, Leidse- 

gracht 78, Amsterdam-C., Netherlands. 
The Review of Economic Conditions in 

Switzerland During 1948 has been published 


by Credit Suisse and may be obtained from 
the New York branch office at 30 Pine 
Street, New York 5, New York. The thirty- 
five-page booklet presents condensed infor- 
mation about the Swiss stock exchange, 
money market, industry and agriculture and 
domestic and foreign trade, as well as sta- 
tistical financial tables. 


Business Digest, Israel economic weekly, 
has published the Israel Customs Tariff as 
a special supplement. Contents include. in- 
come tax changes, Israel law, customs tar- 
iff, rates of luxury tax excise duties and 
other business news. It is printed in 
English and is priced at seventy-five cents 
a single copy. Publishers are the Paltax 
Publishers, Post Office Box 1313, 37 Har- 
bour Street, Haifa. 


ARTICLES 


Legal Tax Dodgers The over- 
burdened taxpayer could be relieved, with- 
out depriving the Treasury of one cent of 


revenue, by making the hundreds of pres- 
ently exempt foundations, cooperatives, 
government-owned businesses, etc., assume 
their share of the tax load. This is the pro- 
posal of Noah M. Mason, a member of 
Congress, in his article entitled “How to 
Balance the Repeal of Wartime Excise 
Taxes,” Public Utilities Fortnightly, Septem- 
ber 15, 1949. 


Severance Taxes . . . Such taxes, espe- 
cially those imposed on timber and forest 
products, can no longer be justified as an 
encouragement to conservation. Properly 
imposed, the severance tax is a revenue 
measure. The recent trend is to allocate 
the tax collected to the support of forestry 
activities—Marquis, “Severance Taxes on 
Forest Products and Their Relations to 
Forestry,” Land Economics, August, 1949. 


Taxation and Utility Rates . . . Accord- 
ing to the author, “continuing tax demands 
constitute one of the foremost reasons why 
utility rates are likely to continue upward, 
why new capital for investment is reluctant.” 
—Allen, “Higher Taxes Means Higher 
Rates,” Public Utilities Fortnightly, Septem- 
ber 15, 1949. 


Dead Land in Cook County . . . Chroni- 
cally tax-delinquent land has been a finan- 
cial drain on the citizenry of the Chicago 
metropolitan area and, what is worse, an 
obstacle to orderly community development. 
The solution, according to the following two 
articles, lies in a long-range tax reform 
program and in better planning for land use. 
—“Chronic Tax Delinquency in Chicago 
and Cook County,” Illinois Law Review, 
July-August, 1949, and Aschman, “Dead 
Land,” Land Economics, August, 1949. 


“I Sold My House”... Here is an ex- 
cellent review of the tax problems incident 
to the buying and selling of real estate. It’s 
one for the files—Young, “Tax Problems 
in Real Estate Transactions,” University of 
Illinois Law Forum, Fall, 1949. 


Cut Off Without a Cent... This is not 
so easy as some cantankerous testator might 
think. New York State, for instance, the 
author points out, protects heirs against 
such a happening.—Kurz, “Statutory Re- 
striction on Testamentary Gifts to Charity.” 
New York Certified Public Accountant, 
October, 1949. 
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SUPREME COURT 


Estate tax: Whether Court of Appeals 
may tax transfer due to reservation of life 
estate when Tax Court passed only on 
reversion question: Proposed regulations. 
—The judgment of the Court of Appeals, 
49-1 ustc 4 10,711, has been vacated, and 
the case remanded by the Supreme Court 
for further consideration in the light of 
T. D. 5741 (regulation amendments to reflect 
the cases of Church, 49-1 ustc J 10,702, and 
Spiegel, 49-1 ustc J 10,703), and the Church 
and Spiegel decisions, themselves. The Tax 
Court, here, had held that the transfer was 
not subject to a possibility of reverter 
sufficient to warrant imposition of a tax. 
The Court of Appeals, however, completely 
ignored the possibility of reverter question, 
and proceeded to hold the transfer taxable 
on the basis of the Church case because 
of the reservation of a life estate. In his 
proposed regulations, the Commissioner 
would have given himself a discretionary 
power to determine whether the only right 
reserved was a life estate. However, in his 
actual regulations subsequently issued, he 
leaves the determination of facts sufficient 
to bring a transfer within the exemption 
accorded transfers, with a life estate re- 
tained, by a decedent dying before January 
17, 1949, to the evidence.—Estate of G. G. 
Schroeder v. Commissioner of Internal Reve- 
nue, 49-2 ustc § 10,736. 


APPELLATE AND LOWER COURTS 


Estate tax: Contemplation of death: 
Plan for present enjoyment by children: 
Effect of age and ill health—Decedent, 
who died in 1940 at the age of 77 years, 
transferred property to her children approxi- 
mately three years before her death. At 
the time of the transfers, she was suffering 
from more or less serious organic diseases, 
and undoubtedly had some knowledge of 
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her condition. It is held, however, that 
the transfers were made to carry out an 
intention, formed years previously, to give 
the children property which decedent did 
not need for her support, to be enjoyed by 
them prior to her death. Therefore, the 
transfers are not taxable as transfers in 
contemplation of death—DC Kan. Frederick 
H. Dierks, Executor of Last Will and Testa- 
ment of Martha A. Dierks, Deceased, Plain- 
tiff v. United States of America et al., 
Defendants, 49-2 ustc ¥ 10,733. 


TAX COURT 


Compensation for services rendered: 
Back pay attributable to prior taxable 
years: Voluntary restriction not similar in 
nature to receivership.—Taxpayers were the 
owners and officers of an insolvent hotel 
corporation which was in default in the 
payment of a note secured by a deed of 
trust on its principal asset. Its creditor, 
an insurance company, did not foreclose at 
any time and even aided the debtor by 
paying taxes on the hotel in substantial 
amounts and agreeing to more favorable 
loan terms on two occasions. This con- 
sideration was shown because the insurance 
company’s loan officer felt “that the prop- 
erties were being capably and _ honestly 
handled,” and expected that the taxpayers 
“ultimately would work out their difficul- 
ties.” The corporation paid no salaries to 
its officer-stockholders from some time in 
1937 to 1942 when it first realized an 
operating profit. In 1944 and 1945 the 
taxpayers reported back salary for prior 
years taxable at the prior years’ rates under 
Code Section 107(d). The Commissioner 
determined deficiencies on the ground that 
that section was not applicable, since the 
defermerft in payment was not caused by 
an event similar to receivership. The tax- 
payers argued that the corporation con- 
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tinued in operation by the sufferance of the 
insurance company and although no agree- 
ment forbade the payment of salaries to 
officers, any such payment, made in the 
corporation’s precarious financial condition, 
would have invited foreclosure by the creditor. 
The issue, then, was whether or not financial 
difficulties and a factual (but not a legal) 
necessity which restricts a corporation’s 
freedom of action is an event similar in 
nature to a receivership under the Code 
and Regulations. The court found that 
voluntary restraint did not resemble the 
restriction imposed by a receivership, since 
in the latter there is a legally enforceable 
control in the hands of another party. The 
court found that here the corporation’s 
officers were restricted only by the dictates 
of prudence, and held that the deferment 
of the salary payment was not due to an 
event similar in nature to a receivership. 
Norbert J. Kenny, CCH Dec. 14,378, dis- 
tinguished, 4 TC 750.—Estate of R. L. 
Langer, Deceased, Eleanore Langer, Execu- 
trix uv. Commissioner, Eleanore Langer v. 
Commissioner, C. Abbott Lindsey v. Com- 
missioner, Pauline Lindsey v. Commissioner, 


CCH Dec. 17,203. 


Alimony: Agreement incident to divorce. 
—lIncident to a decree of divorce, taxpayer 
and her husband entered into an agreement 
in 1939 which amended a 1933 agreement 
providing for the support and maintenance 
of the taxpayer and her children. Tax- 
payer contended that payments received 
from her husband during the taxable years 
1942 and 1943 were received under the 
1933 agreement, that they were not received 
under an instrument incident to a divorce 
decree and that they were not, therefore, 
alimony payments taxable to her under 
Code Section 22(k). The facts showed 
that the 1939 agreement was entered into 
three days prior to the divorce. It adopted 
in part the former agreement but made 
new provisions for the payments in ques- 
tion. The new agreement was incident to 
the divorce and was made a part of the 
decree by reference. Accordingly, it was 
held, the payments in question were includi- 
ble in the taxpayer’s income under Code 
Section 22(k).—Muriel Dodge Neeman 
(formerly Muriel Dodge Conklin) v. Commis- 
sioner, CCH Dec. 17,199. 


Liability for taxes: Separation agreement 
fixing liability—A provision in a separation 
agreement stated that the taxpayer’s hus- 
band would pay any federal taxes which 
might be due on moneys received by the 
taxpayer from her husband. The Tax Court 
held that such provision was not binding 
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upon the Commissioner and could not pre- 
vent him from determining the amount of 
taxes due from the taxpayer under the 
Internal Revenue Code.—Ibid. 


Credits: Individuals: Head of a family. 
—In addition to payments received under 
a separation agreement in 1942, taxpayer 
received $750 per month from her divorced 
husband for the support, maintenance and 
education of their two children. Taxpayer 
maintained a house, sent the children to 
school and did everything else that was 
necessary for them during 1942. The Tax 
Court, however, sustained the Commissioner 
in his action of reducing taxpayer’s personal 
exemption for 1942 from the $1,200 claimed 
as head of a family to the $500 allowed. 
Taxpayer had failed to show that she 
actually supported the children substantially 
from her own funds or that the children 
were dependent individuals. —I/bid. 


TAX COURT— 
MEMORANDUM OPINION 


When deductions taken: Losses.—Tax- 
payer claimed a deduction for the taxable 
year 1941 of a long-term capital loss arising 
from the worthlessness of certain common 
stock. The Commissioner disallowed the 
deduction on the ground that the taxpayer 
did not sustain any loss on such stock in 
1941. The court found, on the record, that 
the stock had become worthless long prior 
to 1941, and held that the taxpayer had 
not shown that the Commissioner had erred 
in determining the deficiency.—Frank E. ~ 
Peabody and Evelyn M. Peabody v. Com- 
missioner, Frank E. Peabody v. Commis- 


sioner, CCH Dec. 17,207(M). 


Gross income: Definition: Cancellation 
of indebtedness.—In determining the defi- 
ciency for 1942, the Commissioner added 
to reported income an item of $85,630 and 
an item of $30,000. The court found that 
as to the larger amount, the taxpayer had 
received the money over a period of years 
to help defray his expenses as he traveled 
in efforts to obtain some valuable properties 
for a certain family. In 1942, this family 
agreed to settle all claims of the taxpayer 
by paying him $30,000 and executing mutual 
releases of any other existing claims. The 
court held that the larger amount did not 
represent income for 1942 merely because 
all the claims were settled. However, the 
taxpayer failed to show that the $30,000 
was not all income to him and he was, 
accordingly, taxed thereon.—Ibid., 
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STATE COURTS 


Estate penalty tax: “One year from date” 
defined: Taxing year v. calendar year.— 
Decedent paid taxes on certain praperties 
for which he was given a receipt dated 
September 29, 1945, exempting the property 
for “one year from date.” This applied to 
a tax year—not a calendar year. Prior to 
1945 the taxing period began October 1, 
but in that year the Assembly changed it to 
begin September 1, commencing in 1946. The 
“one year from date” was from September 
29, 1945, and not September 1, 1946. Dece- 
dent died in 1948. An estate penalty tax 
was properly assessed, since decedent had 
not paid tax to the state on the properties 
“within one year prior to death” and the 
property was not assessed in the last com- 
pleted taxing period prior to death (1946). 
—Conn. Jane S. Elsberg, Executrix (Estate 
of Charles A. Elsberg) v. William F. Connelly, 
Tax Commissioner, CCH INHERITANCE Es- 
TATE AND Girt TAX Reports { 16,469. 


Charitable exemption: Student fund of 
D. A. R.—Decedent bequeathed $25,000 to 
the “student loan fund and other activities” 
of the D. A. R. The bequest is not exclu- 
sively for charitable or educational pur- 
poses within the District of Columbia and 
does not, therefore, come within the scope 
of charitable exemptions under the District 
of Columbia inheritance tax law.—D. C. 
National Society of the Daughters of the 
American Revolution, Petitioner v. District 
of Columbia, Respondent, CCH INHERITANCE 
Estate AND Girr TAx Reports § 16,471. 


Constitutionality: Restrictive legislation 
on a sovereign state—The right of the 
Board of Regents of the University of Wis- 
consin to receive a legacy from an Illinois 
decedent is dependent upon the statutes 


of Illinois. The taxing of such a bequest 
by the State of Illinois does not contravene 
the constitutional prohibition to impose 
restrictive legislation on a sovereign state 
since the receipt of the legacy is dependent 
upon the Illinois statutes—IIl. Board of 
Regents of the University of Wisconsin et 
al., Appellants v. State of Illinois, Appellee, 
CCH INHERITANCE ESTATE AND Girt TAX 
REports {[ 16,467. 


Exemptions: Bequest to Board of Re- 
gents of University of Wisconsin—A_ be- 
quest of an Illinois decedent to the Board 
of Regents of the University of Wisconsin 
does not come within the exemption pro- 
visions of the Illinois inheritance tax law. 


—Ibid. 


Property subject to tax: Residuary be- 
quest to the Board of Regents of the 
University of Wisconsin.——The Board of 
Regents of the University of Wisconsin is 
a “body corporate” created under the laws 
of Wisconsin and a bequest to it is taxable 
under the Illinois statutes.—Ibid. 


Sales tax: Goods shipped in interstate 
commerce: Ratification of act of local office 
by home office.—The filling of orders by 
the home office of a corporation, which 
orders bear credit and discount marks of 
its Chicago office, amounts to a ratification 
of some act of the Chicago office and 
such sales are, therefore, subject to sales 
tax even though goods are shipped in inter- 
state commerce and even though the sole 
authority for accepting or rejecting an order 
rests in the home office and such home 
office acts independently from the Chicago 
office as to credit, discount, etc.—TIIl. 
Norton Company v. Department of Revenue, 
CCH IntTerRstaTE SALES TAX REPORTS 
q 15-015. 








NEW WAGE-HOUR LAW 


The Senate and the House, on October 18, 1949, approved and 
sent to the President H. R. 5856, which makes various amendments to 
the Fair Labor Standards Act of 1938. The measure was approved in 
the House by a standing vote of 131 to 19 and in the Senate by a voice 


vote. 


No roll call was taken in either chamber. 


The House and Senate each passed separate bills in considering 
the amendments. The House version would have enacted an entirely 
new bill while the Senate measure amended the various sections of the 
1938 Act in place. The respective differences resulted in a conference. 
Agreement reached in conference followed the Senate method of 
amendment—incorporation of the changes in place. 


Early approval of the amendments by the President is expected. 


Interpretations 
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ACQ. AND NON-ACQ.—Continued from page 946 





under the laws of inheritance, would receive 
before the grantor. Thus, “the Government 
has contended that under controlling state 
law the property would have reverted to Mr. 
Spiegel had he survived his designated benefi- 
ciaries. Petitioners urge that in that 
event the Illinois courts would have held that 
the corpus passed to the heirs of the last sur- 
viving beneficiary. We hold that the Hallock 
rule was rightly applied by the Court of 
Appeals and we accept its holding as to the 
applicable Illinois law. . . . the Tax Court’s 
findings of fact showed that the trust con- 
tained no provision for disposition of the 
corpus should the settlor outlive the bene- 
ficiaries. This finding of fact, which we 
accept, plus the Court of Appeals determi- 
nation of controlling Illinois law, without 
more, brings this trust transaction within 
the scope of the possession or enjoyment 
clause of § 811(c).” 


Suppose a state trust law should read, as 
it does in Louisiana, or a trust provision 
should read, that “upon the beneficiary’s 
death, his interest shall rest in his heirs or 
legatees, as the case may be, subject to the 
trust.” Then there is possible reverter only 
by law of inheritance and not by law of 
trust. There, I submit, is distinction such 
as to make Spiegel not applicable. 


Otherwise, would not every outright ir- 
revocable gift of property made directly to 
a relative be subject to Spiegel and there- 
fore includible in the estate of the donor? 


MAUNSEL WHITE HICKEY 
NEw ORLEANS 


Sir: 

When I stated in my article, in referring 
to the grantor of a trust, that “he must 
remove all possibility that the trust corpus 
will ever find its way back into his estate,” 
I had in mind a reversion by operation of 
law in those cases where the state law pro- 
vides, as it seems to in Illinois, that failure 
to provide for disposition of the corpus, 
should the settlor outlive the beneficiaries, 
creates a possibility of reverter. 


If, under Louisiana law, in the example 
given by Mr. Hickey, there is an immediate 
vesting of the trust property in the bene- 
ficiaries with no possibility of reversion to 
the settlor through failure of the trust, it 
would seem to me that the Spiegel decision 
would not apply. 

SAMUEL J. FOOSANER 
Newark, New JERSEY 
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Disclésure to Counsel 
Sire: 


In his comments on Hermax Company, 
Inc. [CCH Dec. 16,605], 11 TC 442, in the 
article “Disclosure to Counsel” in the July 
issue, Victor R. Wolder stated that among 
the points made by the court was the fol- 
lowing: “The fact that a person is a certi- 
fied public accountant does not necessarily 
make that person an expert on tax law.” 


It is believed that Mr. Wolder misinter- 
preted the case, inasmuch as the court states 
that the individual who prepared the return 
was a public accountant. The court does 
not state that he was a certified public 
accountant. The court states further of 
this person and his associate that “certainly 
it cannot be said of them, as it was said of 
the certified public accountants in the Orient 
Investment & Finance Co., Inc. case, that 
their ‘expert knowledge was universally con- 
sidered sufficient to fit them to do all that 
petitioners were required to do to comply 
with the tax laws’.” 


HaArotp G. 
ORANGE, CALIFORNIA 
Sir: 

I was pleased to receive Mr. Leichtfuss’s 
comments, but do not agree with him. I 
did not say that either the accountant or 
his associate in the Hermax case was a certi- 
fied public accountant. I stand firmly by 
my statement: “The fact that a person is. 
a certified public accountant does not neces- 
sarily make that person an expert on tax 
law.” This would likewise hold true of an 
attorney. The real issues here are these: 
(a) Is the person consulted truly qualified 
to give an answer or to make a reasonable 
inquiry to ascertain the answer? _(b) What 
facts are disclosed to him, and has a rea- 
sonable inquiry been made? (c) Have the 
parties acted in good faith? If so, there 
should be no penalty. 


LEICHTFUSS 


Victor R. Wo.peR: 
New York Clty 


1. T. 3966 and I. T. 3967 
Sir: 


You may already have heard anguished 
howls from California upon the issuance of 
I. T. 3966 and I. T. 3967. Henceforth, it 
appears, an employee who has one per cent 
(on the first $3,000) deducted from his 
earnings for the California Disability Fund 
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can properly take that as a deduction on 
his federal income tax return, while his next- 
door neighbor whose one per cent goes 
into a company-sponsored (and by law more 
beneficial) “voluntary” plan cannot. The 
Bureau seems to have missed the obvious 
point that there is nothing voluntary about 
the voluntary plan. Somebody is going to 
get the employee’s one per cent. He can’t 
escape it. 


If the payment is not deductible as an 
expense under Section 23 (a) (2), then 
wherein does it differ from union dues, 
safety shoes, employment agency fees and the 
like? The case cited in I. T. 3967, Robert 
O. Deming, Jr. [CCH Dec. 16,018], 9 TC 





383, is hardly in point since no mandatory 
expense was involved there, and the pre- 
miums, if deductible at all, would have been 
so only under Section 23 (x). 


The principle is more important than the 
deduction, since at most the latter can 
amount to only $30, unless the standard 
deduction is used to nullify it entirely. The 
ruling is inconsistent and inequitable. It 
discourages voluntary plans and will confuse 
employees generally. Furthermore, California 
merely happens to be at the head of the 
line. New York and New Jersey are right 
behind. 

Ropert C. Brockway 
San Dteco, CALIFORNIA 


| CIGARETTE TAX REVENUES—Continued from page 990 | 


capita income. Table 3 lists by states the 
ratio of urban to total population and the 
ratio of population twenty-one years of age 
and older to total population. Table 4 lists 
per capita income by states during years 
since 1932. 
Procedure used to estimate the effect of 
a change in rates upon revenues, a com- 
parison of actual per capita revenues during 
the fiscal year subsequent to such rate 
change to an estimate of these per capita 
revenues at the unchanged rate of tax levied 
during the year prior to such rate change, 
is illustrated in the following paragraph. 
Cigarette tax rates in Oklahoma were 
increased from three to five cents, an in- 
crease of 66.6 per cent, on May 16, 1941, 
during fiscal 1941. Per capita revenues in 
1940, the year prior to the rate change, were 
eighty-nine cents." The average annual per 
capita yields of three-cent rates in com- 
parable states increased from ninety-eight 
cents in 1940 to $1.29 in 1942” the year 
subsequent to the rate change in Oklahoma, 
an increase of 31.6 per cent. On the basis 
of this percentage increase, the per capita 
yield of an unchanged three-cent tax in 
Oklahoma during 1942 is estimated at $1.17 
(eighty-nine cents plus 31.6 per cent of 
eighty-nine cents). Actual per capita col- 
lections of Oklahoma’s five-cent per pack 
rate during 1942 were $1.61," or 37.6 per 
cent greater than the yield of a three-cent 
tax thus estimated. This percentage in- 
crease in per capita collections, on the as- 
sumption that factors other than rate change 
had similar effects upon per capita revenues 


* From Table 1. 
®* From Table 2. 
7” From Table 1. 


State Cigarette Tax Revenues 





in Oklahoma and in comparable states,” is 
attributed to the change in tax rates. So 
measured, an increase of 66.6 per cent in 
rates added 37.6 per cent to revenues. 


Using a process identical with that 
illustrated in the preceding paragraph, 
effects of four other rate increases and of 
two rate decreases were analyzed. The re- 
sults are tabulated in Table 5. 


Effects of all rate reductions and of all 
rate increases from 1937 through 1948 in 
the Southern states, with the exception of 
Florida, are analyzed in this report. Each 
increase in rates was followed by an in- 
crease in revenues; each reduction in rates 
was followed by a decrease in revenues. 


With one exception, the approximately 
6.6 per cent rate increase in Arkansas during 
1947, rate changes were followed by a per- 
centage change in revenues smaller than the 
percentage change in rates. Revenues in 
Arkansas during 1947 were 12.5 per cent 
greater than in 1946. 


The proportionate increase in revenues 
following Arkansas’ small rate increase in 
1947, a year of high per capita income, ex- 
ceeded revenue increases following larger 
rate increases occurring in Louisiana and in 
Mississippi during less inflationary years. 
In other instances, changes in revenues were 
roughly proportionate to changes in rates. 
Based on averages, rate increases and de- 
creases in the ratio of two to four—one hun- 
dred per cent—were followed by increases 
and decreases in revenues in the ratio of two 
to three—fifty per cent. [The End] 


11 Population and income data are compared 
in Tables 3 and 4. 
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final regulations will be announced shortly, 
in order to give employers a chance to 
study them before the revised procedure 
goes into effect. 

The principal parts of the plan are as 
follows: 

(1) Combined Return Form.—A new com- 
bined form, Form 941, will be substituted 
for Form W-l1, presently used for reporting 
income tax withheld from wages, and for 
Form SS-la, presently used for reporting 
taxes due under the Federal .Insurance Con- 
tributions Act. This consolidation cuts 
in half the number of such returns which 
need to be filed by employers and handled 
by collectors’ offices. It also permits em- 
ployers to pay both taxes with one check, 
if they so desire. 

(2) Deposit of FICA Taxes—The system 
whereby employers make monthly deposits of 
income taxes withheld from wages, and then 
use the depositary receipts in lieu of cash 
in making payment on quarterly returns, 
will be extended to both the eraployee and 
employer taxes due under the Federal In- 
surance Contributions Act. 


(3) Federal Reserve Depositaries—Deposits 
will be made in the twelve Federal Reserve 
Banks; but employers may, if they desire, 
give their tax deposits to authorized com- 
mercial banks for forwarding to the appro- 
priate Federal Reserve Bank. 

(4) Form 450, Depository Receipts—In 
order to assure maximum accuracy and 
simplicity in crediting employers with tax 
deposits, blank forms of a new depositary 
receipt, Form 450, will be furnished em- 
ployers for use in making deposits. These 
blank forms will be validated by the Fed- 
eral Reserve Banks upon receipt of the 
deposits, and the validated receipts will be 
sent to the employers to be attached to 
their quarterly returns on Form 941. 


Employers who are liable for more than 
$100 of income tax withheld from wages 
and FICA taxes per month will be required 
to deposit these taxes by the fifteenth day 
of the next month following the first and 
second month of each quarter of the calendar 
year. (For example, January tax should be 
deposited by February 15; February tax, by 
March 15.) 


FEDERAL CASH RECEIPTS FROM 
AND PAYMENTS TO THE PUBLIC 


The cash deficit of about $2.3 billion during the 2nd quarter compores with o surplus of $1.2 billion during 


the some quarter of 1948. 


BILLIONS OF 
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The following material is abstracted from 
current decisions decided under the tax 
laws of our northern neighbor, Canada. 
Because of the expansion of American busi- 
ness interests, we are adding this column 
as a regular feature. 


Union Dues— 
Deductibility for Income Tax 


Union dues may be deducted from income 
of 1945, 1946 and 1947 in those cases where 
claims are not statute barred, i.e., where 
the time for appeal has not lapsed. No 
deduction is permitted from 1948 or 1949 
income. (Statements of Ministers of Fi- 
nance and National Revenue, CCH CANADIAN 
Tax Reports { 86-022.) 


Deductibility 
of Tradesmen’s Travelling Expenses 


Section 5(1) (f) of the Income War Tax 
Act, which permits a taxpayer to deduct 
the entire amount expended for meals and 
lodging while away from home in the pur- 
suit of a trade or business, is meant to 
apply to those whose duties in their very 
nature impose upon the individual the neces- 
sity of travelling from place to place— 
e.g., commercial travellers and transpor- 
tation employees. It does not include a 
person, who, for family reasons, finds it 
necessary to maintain a home in one place 
and to engage in his trade in another. 


W. S. Fisher, K. C. (dissenting): “I am 
satisfied that the taxpayer’s claim for a 
deduction of $300 in this case is a reason- 
able one and should be allowed.” (Hunter 
v. Minister of National Revenue, CCH Do- 
MINION TAX Cases § 1-005.) 


Premium on Redemption of Shares 


Premiums on redemptions of shares are 
taxable income and the amount of the tax- 
able premium is the difference between the 
par value and the redemption sale price 
even though the taxpayer may have paid 


Canadian Tax Letter 





more than par value for the stock. (Whar- 
ton v. Minister of National Revenue, CCH 
DOMINION TAx CAsEs J 1-004.) 


Capital Gain in Isolated Transaction 


The purchase of shares in a single com- 
pany is not an isolated transaction when 
many shares are involved and they are pur- 
chased over a long period of time. In any 
case, the mere fact that a transaction is an 
isolated one does not exclude it from the 
category of a business transaction subject 
to income tax. Such a transaction involves 
“carrying on business” and profit there- 
from is accordingly a taxable profit under 
an Exchequer Court decision. (McDonough 
v. Minister of National Revenue, CCH Do- 
MINION TAx CAsEs { 87-059.) 


Capitalization 
of Undistributed Income 


Where there is no payment of an “amount” 
to shareholders on reorganization of a com- 
pany, Section 16 of the Income War Tax 
Act, which taxes amounts paid on reduc- 
tion or redemption of capital stock, does 
not apply. The Supreme Court of Canada 
has upheld an Exchequer Court decision 
that on the facts a reduction and conver- 
sion of shares was actually a capitalization 
of earned surplus and taxable under Section 
15 of the Income War Tax Act. (Bagg v. 
Minister of National Revenue, CCH Cana- 
DIAN TAX CAsEs § 87-060.) 


Liability of Pension Plan Benefits 
to Succession Duty 


Death benefits under a company pension 
or superannuation plan are not liable to 
Dominion succession duties where payment 
of benefits is voluntary on the part of the 
company, the employees have no say in the 
plan and the payments are not enforceable 
by them because there is no legal obligation 
on the part of the company to pay the 
benefits. (McDougall v. Minister of National 
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Revenue, CCH CANADIAN Tax _ CASES 
{ 87-056; Cronk v. Minister of National Reve- 
nue, CCH CANADIAN Tax CAsEs J 87-057.) 


No Splitting of Marital Exemptions 


Mr. A. and Mrs. A. each had separate 
income in excess of $660. They lived together 
and had three children whom they jointly 
supported under an informal agreement 
whereby two children were said to be de- 
pendent upon the husband and one dependent 
upon the wife, and each contributed to a 
common fund for their support. The hus- 
band claimed the marital exemption not- 
withstanding that his wife had separate 
income, not on the grounds that he did in 
fact support his wife, but on the grounds 
that he was a person with children under 
eighteen years of age wholly dependent on 
him. The wife claimed a marital exemption 
on the grounds that she was not supported 
by her husband and was not a person who 
supported her ‘spouse but was a married 
person with a child under eighteen wholly 
dependent upon her for support. 


Held, by the Chairman and Mr. Fisher 
that both appeals should be dismissed (Mr. 
Monet dissenting). The majority of the 
Board held that the husband did partially 
support his wife or contribute to her sup- 
port and that therefore he was within the 
statutory description of “a married person 
who supported his spouse,” but because his 
wife had income in excess of $660, he was 
not entitled to the marital exemption on 
that account. The majority likewise held 
that neither the two children allocated to 
the husband or the one child allocated to 
the wife by informal agreement were “wholly 
dependent” on either and that therefore 
neither the husband nor wife qualified for 
the marital exemption by reason of having 
“a son or daughter wholly dependent on 
him for support.” 


Per Fisher: 
“T doubt -very much whether a child, 
both of whose parents are alive and living 


together can be said to be ‘wholly dependent’ 
on only one of his parents. These duties 


are just as encumbent upon the mother as 
they are on the father of any -child and 
in my opinion no agreement between the 
parents who are living together with their 
children that any of their children shall be 
‘wholly dependent’ upon one or other of 
the parents can affect the child’s right to 
look to both parents for support unless 
some legal arrangement approved by the 
court has altered the child’s position.” 


Semble: 


When either a husband or wife contributes 
partially to the support of the other, by 
contributing to a common fund for house- 
hold expenses or providing the house and 
furniture in which they lived together, the 
one who contributes is supporting the other 
spouse or contributing to the spouse’s sup- 
port, and when both so contribute they 
both are supporting or contributing to the 
support of the other. (Mr. A. v. Minister of 
National Revenue, CCH Dominion TAx 
CAsEs { 1-006.) 


Depreciation Held Deductible 
Expense of Salaried Person 


A lawyer who gave up his practice to 
accept a salaried position with the Wartime 
Prices and Trade Board claimed a deduc- 
tion for depreciation on his personal law 
library in his 1946 income tax return on 
the grounds that the library was necessary 
for the earning of his income. The Minister 
disallowed the deduction, but the Appeal 
Board (Fisher dissenting) allowed an appeal, 
vacated the assessment and referred the - 
matter back to the Minister for the pur- 
pose of adjusting the assessment to allow 
a deduction for depreciation at such rate 
and in such amount as is normally allowed 
on capital assets of this nature. 


In this decision, the Income Tax Appeal 
Board exercised its authority to review 
discretionary determinations of the Minister 
where these are not made in accordance 
with sound legal principles. (Harry Dell 
Anger v. Minister of National Revenue, CCH . 
DOMINION TAX CASEs f 1-008.) 


S$ 
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State Tax Calendar 





ALABAMA 
December 1 
Automobile dealers’ report due. 


December 10—— 

Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


December 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax fourth installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


December 20—— 
Automobile dealers’ report due. 
Coal and iron ore mining tax report 
and payment due. 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
Lubricating oils tax report and payment 





due. 
Motor fuel tax report and payment due. 
Sales tax report and payment due. 
December 31 





Property tax return and payment due 
(last day). 


ARIZONA 
December 5—— 
Alcoholic beverages licensees’ report due. 
December 10—— 
Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 
December 15—— 


Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 
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December 19—— 
Express companies’ tax due (last day). 
Private car companies’ tax due (last day). 


December 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


December 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and pay- 
ment due. 


ARKANSAS 


December 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 


December 15—— 
Compensating (use) tax report and pay- 
ment due. 


December 20 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


December 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 





CALIFORNIA 
December 1 
Common carriers’ distilled spirits tax 
report and payment due. 
Gasoline tax report and payment due. 


December 5—— 
Personal property, secured by real estate, 
tax due (last day). 
Private car tax due. 
Real property tax semiannual installment 
due. 


December 15 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic 
beverages imported due. 

Distilled spirits report and tax due. 

Personal income tax third installment 
due. 

Use fuel tax report and payment due. 
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December 20 
Motor carriers’ gross receipts report and 
tax due. 


COLORADO 

December 5—— 

Alcoholic beverage manufacturers’ report 

due. 

Motor carriers’ tax due. 
December 10-—— 

Motor carriers’ report due. 
December 14—— 

Sales tax report and payment due. 

Use tax report and payment due. 
December 15—— 

Coal mine owners’ report due. 

Coal tonnage tax report due. 

Denver sales tax report and payment due. 

Income tax fourth installment due. 
December 25—— 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 
December 31 

Motor vehicle registration fee due. 


CONNECTICUT 


December 1 

Gasoline tax due. 
December 15—— 

Gasoline tax report due. 


Gasoline use tax report and payment due. 
December 20—— 
Alcoholic beverage tax return and pay- 
ment due. 


December 31 


Air carriers’ annual report due. 


DELAWARE 
December 15 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
December 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 
December 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

December 15—— 

Beer tax due. 

December 20—— 

Sales and use tax report and payment 

due. 
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December 25—— 
Gasoline tax report and payment due. 


FLORIDA 


December 1 
Auto transportation 
and tax due. 


December 10—— 
Agents’ and wholesalers’ 
report due. 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


December 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erages report due. 


December 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 


companies’ report 


cigarette tax 


GEORGIA 
December 10—— 
Cigar and cigarette 
report due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


December 15—— 
Malt beverage tax report due. 


December 20—— 
Bank share tax due (last day). 
Gasoline tax report and payment due. 
Intangible personal property tax due 
(last day). 
Property tax due (last day). . 


December 31 
Chain store and mail order house tax 
due. 


wholesale dealers’ 


IDAHO 
December 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power 
tax due. 
Gasoline tax report and payment due. 


December 20—— 
Property tax semiannual installment due 
(last day). 


companies’’ report and 
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December 25—— 
Gasoline dealers’ report and payment due. 
Use “mf report and payment due. 





Fourth M@fday: 
Personal¥ property tax due. 


ILLINOIS 
December 10—— 
Motor carriers’ mileage tax report and 
payment due. 
December 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 
due. 
Sales tax report and payment due. 


December 20-—— 

Gasoline tax report and payment due. 
December 30—— 

Transporters’ gasoline report due. 


INDIANA 
December 1 
Alcoholic vinous beverage tax due. 
December 10 
Cigarette distributors’ interstate business 
report due. 
December 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 


December 20—— 
Bank and trust companies’ intangibles’ 
tax report due. 
Bank and trust companies’ share tax 
report and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
December 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 








IOWA 
December 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Class “A” permittees’ beer tax report and 
payment due. 
December 20—— 
Gasoline tax report and payment due. 
December 31 
Pipe line companies’ inspection fee due 
(last day). 





KANSAS 
December 10—— 
Malt beverage report due. 
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December 15—— 


Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 
December 20—— 
Bank share tax first installment due. 
Property tax first installment due. 
Sales tax report and payment due. 
Use fuel report and payment due. 
December 25—— 
Gasoline tax report and payment due. 


December 31 | 
Express companies’ tax due (last day). 





KENTUCKY 
December 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


December 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


December 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


December 31 
Amusement and entertainment report and 
tax due. 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Louisville income tax withholding agents’ 
payment due. 





LOUISIANA 





December 1 
Soft drinks tax report due. 
Tobacco tax report due. 


December 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


December 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 





December 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due, 

Sales and use tax report’ and payment 





due. 
December 31 
Bank share tax due. 
Property tax due. 
Public utility supervision and inspection 
fee due. 
MAINE 


December 10—— 
Manufacturers and wholesalers of malt 
beverages, report due. 
December 15—— 
Railroad and street railroad tax install- 
ment due. 
December 25—— 
Use fuel tax report and payment due. 
December 31 
Gasoline tax report and payment due. 
Liquor manufacturers’ license fee due. 





MARYLAND 
December 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
December 15—— 
Income tax fourth installment due. 
Sales and use tax report and payment 
due. 
December 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 
December 31 
Gasoline tax report and payment due. 





MASSACHUSETTS 

December 10—— 

Alcoholic beverage excise tax report and 

payment due. 

Meals excise tax report and payment due. 
December 20—— 

Tobacco tax report and payment due. 
December 31 

Motor fuel tax report and payment due. 

Motor vehicle registration fee due. 


MICHIGAN 





December 1 
Steam vessel tonnage tax return and 
payment due. 
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December 5—— 
Carriers’ gasoline statement due. 


December 10—— 
Common and contract carriers’ 
and fee due. 
December 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
December 20-—— 
Cigarette tax report and payment due. 
Diesel fuel users’ report and payment 
due. 
Distributors’ gasoline 
payment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and 
payment due (last day). 


MINNESOTA 
December 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
December 15—— 
Income tax fourth installment due. 
Interstate motor carriers’ mileage tax 
due. 
December 20—— 
Cigarette tax and report due. 
December 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


MISSISSIPPI 


report 


tax report and 


December 1 

Bank share tax due. 

Electric light and power, express, pipe 
line, railroad, sleeping car, telegraph 
and telephone companies’ tax due. 

December 5—— 

Factories’ report due. 


December 10—— ; 

Admissions tax report and payment due. 

December 15—— 

Alcoholic beverage wholesalers’, distribu- 
tors’, retailers’ and common carriers’ 
report due. 

Carriers’ gasoline tax report due. 

Compensating (use) tax report and pay- 
ment due. 

Income tax fourth installment due. 

Liquefied petroleum equipment manu- 
facturers’, dealers’ and jobbers’ report 
of sales due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Occupation (sales) tax and report due. 

Timber severance tax and report due. 
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December 20—— 
Gasoline and oil distributors’ report and 
payment due. 
Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 
December 25—— 
Gas severance tax report and payment 
due. 
Oil and Gas Board maintenance charge 
due. 
Oil severance tax report and payment 
due. 


MISSOURI 
December 5—— 
Nonintoxicating beer permittees’ report 
due. 
December 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 
December 15—— 
Alcoholic beverage sale report due. 
December 25—— 
Use fuel tax report and payment due. 
December 31 
Franchise tax due. 
Freight line tax due. 
Gasoline distributors’ report and payment 
due. 
Income tax fourth installment due. 
Kansas City merchants’ and manufac- 
turers’ license expires. 
Merchants’ ad valorem tax due. 
Real estate tax due (last day). 
Soft drink manufacturers’ report and 
payment due. 
Tangible personal property tax due (last 
day). 
Utilities’ ad valorem tax due (last day). 





MONTANA 
December 1 
Moving-picture theater licenses issued 
and tax due. 
December 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 








NEBRASKA 
December 1 
Domestic insurance companies’ premiums 
tax due. 
Personal property tax first installment 
due. 
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December 10—— 





Cigarette distributors’ report due. 
December 15—— 

Alcoholic beverage manufacturers’ and 

wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 
December 31—— 

Tobacco distributors’ license expires. 











































NEVADA 





December 1 
Domestic insurance companies (other than 
fire insurance companies), return due. 
First Monday. 
Property tax quarterly installment due. 
December 10—— 
Liquor report by out-of-state vendors 
due. 
December 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
December 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 





NEW HAMPSHIRE 


December 1—— 
Property tax due. 


December 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

December 15—— 
Use fuel tax report and payment due. 
December 31 
Motor fuel report and tax due. 





NEW JERSEY 


December 1 

Bank share tax semiannual installment 
due. 

Public utilities (using the streets), third 
installment of tax due. 

Railroad companies’ franchise and prop- 
erty tax due. 

December 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

December 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and 
payment due. 











1021 




































































































December 25—— 
Busses (municipal) gross receipts report 
and tax due. 
December 30—— 
Carriers’ gasoline tax report due. 


December 31 
Distributors’ 
ment due. 





gasoline report and pay- 


NEW MEXICO 
December 1 
Property tax semiannual installment due. 


December 15—— 
Occupational gross income 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


Third Monday. 
Express companies’ tax due (last day). 
December 20—— 


Motor carriers’ report and tax due. 

Pipe line operators’ license tax due. 
December 25—— 

Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 





tax report 





NEW YORK 
December 20—— 
Alcoholic beverage tax and report due. 


December 25—— 

Conduit companies’ tax and report due. 

New York City conduit companies’ tax 
and report due. 

New York City public utility excise re- 
turn and payment due. 

Public utilities’ additional tax and return 
due. 


December 31 
Gasoline tax report and payment due. 





NORTH CAROLINA 
December 10-—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


December 15—— 
Income tax fourth installment due. 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


December 20—— 
Distributors’ gasoline 

payment due. 
Use fuel tax report and payment due. 
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NORTH DAKOTA 
December 10—— 
Cigarette distributors’ 
December 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax fourth installment due. 
Interstate motor carriers’ tax due. 
December 25—— 
Use fuel tax report and payment due. 


OHIO 
December 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


December 15—— 
Cigarette use tax and report due. 
Utilities’ excise tax due (last day). 


December 20—— 
Dealers’ gasoline tax report due. 
Real and public utility property tax semi- 
annual installment due. 


December 30—— 
Carriers’ gasoline tax report due. 


December 31 
Gasoline tax due. 


OKLAHOMA 
December 5+— 
Operators’ report of mines other than 
coal due. 


December 10—— 
Airports’ gross receipts report and tax 


report due. 





due. 

Alcoholic beverage report and payment 
due. 

Cigarette wholesalers’, retailers’ and 


vending-machine owners’ report due. 


December 15—— 

Carriers’ mileage tax report and payment 
due. : 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Income tax fourth installment due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


December 20—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 
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December 31—— 
Oil, gas and mineral gross production re- 
port and payment due. 


OREGON 


December 10—— 
Oil production tax report and payment 
due. 


December 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


December 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 


December 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 


December 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax 
report and payment due. 

Philadelphia income tax payment and 
withholding return and payment due. 


December 31 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 





RHODE ISLAND 


December 10—— 
Manufacturers’ alcoholic beverage report 
due. 


December 15—— 
Gasoline tax report and payment due. 


December 20—— 
Sales and use tax return and payment 
due. 


SOUTH CAROLINA 


December 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


December 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 
Power tax return and payment due (last 


day). 
State Tax Calendar 





December 15—— 
Income tax fourth installment due. 


December 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 


December 31 
Property tax installment due. 





SOUTH DAKOTA 
December 1 
Motor carriers of passengers, tax due. 


December 10 
Interstate motor carriers’ report and tax 
due. 


December 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


December 20—— 
Passenger mileage tax due. 


December 31 
Dealers’ gasoline tax report due. 











TENNESSEE 


December 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 

Carriers’ gasoline tax report due. 


December 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


December 20—— 

Distributors’ gasoline tax 
payment due. 

Liquid carbonic acid gas tax due. 

Oil production tax report and payment 
due. 

Sales ‘and use tax report and payment 
due. 


December 31 
Motor carriers’ tax due. 


‘ 


report and 





TEXAS 

December 15 

Oleomargarine dealers’ report and tax 
due. 


December 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
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December 25—— 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 
Prizes and awards of theaters, tax re- 
port and payment due. 
December 30—— 

Oil production tax report and payment 
due. 
December 31 
Chain store tax due. 





UTAH 


December 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report edue. 
December 15—— 
Excise (income) tax fourth installment 
due. 
Use fuel tax report and payment due. 
December 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
December 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
December 15—— 
Corporation income tax fourth install- 
ment due. 
Electric light and power companies’ re- 
port and tax due. 

Personal income tax fourth installment 
due. 
December 31 
Gasoline tax report and payment due. 
Sleeping, parlor and dining car com- 

panies’ tax due. 





VIRGINIA 
December 5—— 


Individual income tax due. 
Property tax due (last day). 
December 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
December 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
due. 
December 31 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 
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WASHINGTON 
December 10—— 
Brewers and manufacturers of 
products, report due. 
December 15—— 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
December 20—— 
Use fuel tax report and payment due. 
December 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


malt 


WEST VIRGINIA 


December 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
December 15—— 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due. 


December 30—— 
Gasoline tax report and payment due. 


WISCONSIN 
December 1—— 

Street railways’ and air carriers’ and 
heat, light, power, conservation and 
regulation and pipe line companies’ 
property tax due. 

December 10—— 

Alcoholic beverage tax report due. 

Cigarette wholesalers’ and manufacturers’ 
report due. 

December 15—— 

Coal docks’ tax due. 

Grain elevators’ tax due. 

Scrap iron and scrap steel docks’ tax due. 

December 20—— : 

Gasoline tax report and payment due. 


WYOMING 


December 1 
Metalliferous miners’ report due. 


December 10—— 
Carriers’ gasoline tax report due. 


December 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
December 31 
Express companies’ gross 
due. 
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Federal Tax Calendar 





December 1—— 


Last day for an employee to file with 
employer amended withholding exemp- 
tion certificate for ensuing year where 
exemption status has changed, except 
that if reduction in withholding exemp- 
tions occurs in December, the certificate 
must be filed within ten days after 
such change (Section 405.206, Regu- 
lations 116.) 


December 15—— 


Last quarterly payment on 1948 taxes for 
calendar year corporations estates and 
trusts. 


Return of stamp account by brokers, dealers 
in securities, etc., due for preceding 
month. Form 838. 


Employers withholding over $100 during 
the preceding month pay amount to au- 
thorized depositary. 


Due date, by general extension, of returns 
for year ending June 30 in the case 
of (1) foreign partnerships; (2) foreign 
corporations which maintain an office 
or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 

possession of the United States; and 





(5) American citizens residing or trav- 
eling abroad, including persons in the 
military or naval service on duty out- 
side the United States. (Regulations 111, 
Section 29.53-3.) Forms: (1), Form 1065; 
(2)-(4), Forms 1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
July 31 in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of such 
estates or trusts. (Regulations 111, Sec- 
tion 29.53-3.) 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 


for preceding month, Form 957. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold dur- 
ing that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. ; 


December 31—— 


Returns for excise taxes due for preceding 
month. Forms 726, 727, 728, 728(a), 


729, 932. 
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